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Adventures in Subchapter S and 
Section 1244 


JAMES A. MOORE AND RICHARD C. SORLIEN 


W. have just seen a vivid illustration of the oft-acknowledged fact 
that our revenue laws, both as passed by Congress and interpreted 
by the courts, concern themselves quite seriously with matters of 
policy wholly unrelated to raising revenue. Previous well-publicized 
examples are percentage depletion’ and allowance of intangible 
drilling costs? (policy of encouraging exploitation of national re- 
sources), and emergency amortization * (policy of encouraging plant 
expansion for national defense purposes). 

Congress has now attempted to put normal business risk invest- 
ments, provided they can be categorized in one way or another as 
‘small business,’’ in the same general area as mineral discovery. 
In the process, though still confining itself to relief of ‘‘small busi- 
ness,’’ it has gone much farther than ever before in attempting to 
break down the conventional tax dividing line between corporate and 
non-corporate business forms. 

Surprisingly, it did not do this by any one over-all change in the 
Internal Revenue Code, but rather by a hodge-podge of legislation 
all aimed at the same general target. Not surprisingly, the ground 
rules are completely different, depending upon which approach the 
taxpayer chooses to adopt. 

A fleeting glance at the 1958 tax laws would indicate that Congress 
simply aimed a dose of buckshot in the general direction of the tar- 
get, stuffed cotton in its ears, and pressed the trigger. More careful 
examination reveals that three bullets were fired, followed by the 
buckshot. The bullets are section 64 of the Technical Amendments 
Act of 1958, creating a new Subchapter S of the Code, section 57 of 


James A. Moore (A.B., University of Kentucky ; LL.B., Harvard Law School) is a mem- 
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RicHarp C. Soruien (A.B., LL.B., Harvard University) is a member of the Pennsylvania 
Bar and is a partner of Pepper, Bodine, Frick, Scheetz & Hamilton. 
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the Technical Amendments Act of 1958, creating new sections 1242 
and 1243 of the Code, and section 201 of the Small Business Tax Re- 
vision Act of 1958, creating new section 1244 of the Code. The buck- 
shot is represented by the remainder of the Small Business Tax Re- 
vision Act of 1958, containing four miscellaneous provisions. 

The three major provisions adopt basically different approaches. 
Subchapter S, which allows certain corporations to be taxed as 
though they were not corporations, is intended to avoid the hated 
‘double tax.’’ It also has serious disadvantages as well as tax oppor- 
tunities for not-so-small business and hidden hazards for any busi- 
ness, large or small, which chooses to avail itself of the opportunities 
created. It is an area for the sophisticate, not to be jumped at lightly 
by the corner grocery store operator or the dreamy inventor. 

Section 1244 is more straightforward, and its impact is all in one 
direction—toward tax relief. The problem is in qualifying for its 
advantages; the penalty for failure is not half the distance to the 
goal line, as in Subchapter S, but simply loss of a down—the advan- 
tages sought are not obtained. Though section 1244 is a boon to rich 
taxpayers and promoters as well as to its intended beneficiary, the 
small business man, this is so only because of the nature of the beast. 
The only practical way to aid small business by tax legislation is to 
make it advantageous for high-bracket taxpayers to invest in such 
enterprises ; this, in turn, assists the promoters whose life blood is in 
obtaining this type of risk capital. 

Section 1244 is the only one of the three which insists upon the 
formation of corporations actually limited as to size. Its running 
mate, sections 1242 and 1243, contemplates the creation of compara- 
tively small, middle-sized, and quite large (the sky is the limit) cor- 
porations of the investment type. The purpose achieved is to aid 
small business by limiting allowable investments by such companies 
to loans to small business concerns. Like section 1244, the penalty 
for failing to live within the rules is simply loss of the tax benefits 
provided. 

At the outset it must be emphasized that the three different areas 
involve three entirely different definitions of small business. Sub- 
chapter S restricts the number and type of stockholders and the type 
of stock issued ; section 1244 restricts the size of the offering and the 
net worth of the company at the time of the offering; sections 1242 
and 1243 (in defining a ‘‘small business concern’’ to which a Small 
Business Investment Company may make loans) deal with the posi- 
tion of the company in its industry, the number of employees, and 
the amount of gross receipts. 
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There is a good deal of overlap in these provisions and, fortu- 
nately, a certain amount of dovetailing. How much of this is inten- 
tional and how much accidental is difficult to say. Because of the 
dovetailing the tax planner, in creating or revamping a corporation 
with a view to taking advantage of the new laws, should normally 
attempt to qualify under both Subchapter S and section 1244. 

As already mentioned, four other ‘‘relief’’ provisions are con- 
tained in the 1958 laws. Section 203 provides for a three-year rather 
than two-year loss carryback. Section 204 grants the well-publicized 
additional $10,000 first-year depreciation. Section 205 increases the 
minimum accumulated earnings credit from $60,000 to $100,000. 
Section 206 provides an easy payment plan for estate tax for estates 
substantially tied up in closely-held corporations. Incidentally, these 
benefits are not restricted to small businesses, but the placement of 
the sections under the Small Business Tax Revision Act was appar- 
ently felt to be justified because the chief impact, percentage-wise at 
least, would be in favor of small rather than large business. 

Space limitations forbid discussion of these four sections which, 
though important, do not involve the combination of analytical prob- 
lems and financial repercussions presented by the other three. A dif- 
ferent reason dictates the ignoring of Small Business Investment 
Companies. Their problems are many and complex, but they are not 
tax problems and thus discussion of these is hardly appropriate here. 
From a tax standpoint it suffices to say that section 1242 gives the 
stockholder ordinary loss treatment, without limitation, on disposi- 
tion or worthlessness of his stock in the Small Business Investment 
Company, and also provides that such loss shall be treated as a net 
operating loss ; that section 1243 provides that a loss of the company 
in debentures or stock properly acquired shall be treated as an ordi- 
nary loss, and further grants a 100 per cent, rather than 85 per cent, 
dividends received credit; and that nowhere are Small Business 
Investment Companies exempted from personal holding company 
status. 


I. SuscHapter S Corporations 


The illusions which plagued poor Alice in Wonderland may have 
their counterparts for taxpayers stepping through the looking glass 
of Subchapter S.* Notwithstanding experience with other pioneer- 
ing ventures of the tax law and the recognized inability of the most 
skilled draftsmen to anticipate results under all complex factual pat- 
terns, fortuitous and contrived, the Wonderland aspects of Sub- 


4 Lewis CarROLL, THROUGH THE LOOKING GLAss (Random House special ed. 1946). 
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chapter S are rather stai .ling. The period between the enactment of 
a taxing statute and the issuance of regulations thereunder is tradi- 
tionally a high time for speculation and bugaboo, some of which will 
vanish with Treasury pronouncements,’ and much of which will per- 
sist for future judicial resolution. 

In the wake of enactment, there has been no shortage of material 
summarizing and discussing the statute. It is not intended to repeat 
all of the ground rules here, and there will be no general review of 
the requirements for election or the mechanics of making elections. 
The three broad areas under study shall be (1) making the decision 
with respect to election, (2) problems and opportunities arising from 
doing business as an S corporation, and (3) protection against in- 
voluntary disqualification and other untoward events. The descrip- 
tive phrases ‘‘S corporation’’ and ‘‘S shareholder’’ are used herein 
merely for convenience and do not reflect any bias for or against the 
terms pseudo-corporations, hybrid corporations, tax-option corpo- 
rations, conduit corporations, electing corporations, or ‘‘corpner- 
ships.’’ ® 

The genesis of Subchapter S was section 1351 of H.R. 8300, the 
House of Representatives designation of the 1954 Revenue Code.’ 
This section was first inserted in H.R. 8300 by the Senate Finance 
Committee, but it was subsequently abandoned in conference. The 
requirements were much the same as in present Subchapter S, ex- 
cept that the election would have been available only to new corpora- 
tions, electing shareholders had to be actively engaged in the busi- 
ness, and employees of the corporation who were shareholders were 
to be barred from participation in tax-exempt employee pension and 
profit-sharing plans. The stated purpose of section 1351 was to 
‘*eliminate the influence of the Federal income tax in the selection 
of the form of business organization which may be most desirable 
under the cireumstances.’’ § 


5 “In spring, when woods are getting green, 
I'll try and tell you what I mean:... 
In summer, when the days are long, 


CARROLL, op. cit. supra note 4, at 99. See Proposed Reg. Sees. 1.1371-1.1377 (1959). 

6 ‘*What’s the use of their having names if they won’t answer to them?’’ CARROLL, op. 
cit. supra note 4, at 43. 

7 83d Cong., 2d Sess. (1954). Even this was not the first attempt to face the problem. See 
Chapter 1, Subchapter 6, Supplement S of the 1939 Code relating to personal service corpo- 
rations. 

8S. Rep. No. 1622, 83d Cong., 2d Sess. 119, 452-455 (1954). The approach under section 
1351 (1954) was to apply Subchapter K (partnerships) to electing corporations, leaving to 
the Regulations the bulk of the problems, Under the 1958 Act a different tack was taken, 
since application of partnership rules to corporations, especially existing corporations with 
accumulated earnings and profits, was found not feasible by the Treasury. 
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The provision for optional tax treatment was reborz when in the 
course of hearings on the 1958 Act one of the members of the Senate 
Finance Committee inquired about the demise of the proposal in 
1954 to allow some corporations to be taxed as partnerships. Section 
1351 was thereupon resurrected, revised, and subsequently enacted 
into law as Subchapter S. The legislative intent is expressed in the 
Senate Committee Report to section 64 of the omnibus Technical 
Amendments Act of 1958. Subchapter S is said to permit ‘‘busi- 
nesses to select the form of business organization desired, without 
the necessity of taking into account major differences in tax conse- 
quence.’’ 

In enacting Subchapter S, Congress intended to limit the benefits 
thereunder to ‘‘small’’ corporations by restricting the number of 
shareholders and kinds of stock. No limitations by way of capitaliza- 
tion or net worth, such as appear in section 1244, were deemed neces- 
sary. The likelihood of a large financial unit making an election under 
Subchapter S seemed quite remote in view of heavy individual sur- 
taxes. Congress undoubtedly envisioned Subchapter S as a boon to 
small proprietorships and partnerships of the grocery store, lawn- 
mower service type. It also contemplated that owners of new busi- 
nesses, which frequently find the early going very tough, would take 
heart if they could reflect the business losses in their individual in- 
come tax returns so as to offset other income. 

It is improbable that the legislators or the Treasury draftsmen 
foresaw the use of Subchapter S by large closely-held corporations 
to transmit cash to shareholders at a single capital gains tax in situ- 
ations where partial liquidation treatment would be barred. Like- 
wise, it was assuredly not anticipated that the carefully constructed 
collapsible corporation provisions of the Code would be rendered 
partially impotent by Subchapter S. In view of these major miscaleu- 
lations, it is hardly surprising that the orginal goal of the election 
option—to make income tax a zero factor in selecting business form 
for small businesses—has not been attained. On the contrary, the 
taxpayer and his advisers are now faced with even greater difficulties 
in selecting the optimum business form than heretofore, and income 
tax will continue to be one of the cardinal considerations. Subchapter 
S affords additional flexibility, but its utilization may boomerang in 
the absence of careful planning, followed by constant surveillance 
and review. 

Any analysis of Subchapter S must commence with the proposition 
that an S corporation is a true corporation, unique only in its dis- 
tinctive income tax features. Thus, it enjoys fhe usual corporate 
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features of statutory life, unaffected by the comings and goings of 
individual shareholders, separate legal entity with shareholder lia- 
bility limited to capital investment, centralized management and 
control, and ready transferability of ownership interests. An S cor- 
poration also possesses such corporate tax attributes as have not 
been expressly altered by the new Subchapter. Accordingly, exempt 
pension, annuity, and profit-sharing plans, group life insurance, and 
health and accident insurance are permissible. It is in connection 
with the taxation of income, and particularly in the handling of capi- 
tal gains and operating losses, that S corporations are distinctive. 


A. To Exect Or Nor To Execr 


The decisions as to choice of business form, including election or 
non-election of Subchapter S status, require careful assessment of 
many factors and a degree of clairvoyance. As a starting point, it is 
assumed that the mechancal tests for qualification under Subchapter 
S are either already satisfied or could be met with reasonable ease. 
This being so, the taxpayer has four basic alternative business ve- 
hicles: (1) sole proprietorship, (2) partnership, (3) corporation, 
and (4) S corporation. He may be well-schooled or well-advised on 
the relative advantages and disadvantages of 1, 2, and 3, but he must 
now relate 4, the S corporation, to the first three if he is to make a 
well-informed selection. 

The complications of Subchapter S make all decisions difficult, but 
perhaps the easiest is the decision whether to be an S corporation, on 
the one hand, or a partnership or proprietorship, on the other. Two 
basic factors favor the S corporate set up: the tax fringe corporate 
benefits already mentioned, and the non-tax advantages of the cor- 
poration without the impact of tax at the corporate level. In favor 
of the partnership or proprietorship are greater administrative 
simplicity and absence of state corporate tax levies. These factors 
should hold true whether consideration is being given to changing 
an existing unincorporated business to S corporate form or to select- 
ing a form for a new business. 


9 Under section 1371(a) (1954) a domestic corporation not a member of an affiliated 
group may elect under Subchapter S if it has no more than ten shareholders, no share- 
holders who are not individuals or estates, no non-resident alien shareholders, and only one 
class of stock. The election will be terminated effective with the current year under section 
1372(e), inter alia, if more than 80 per cent of the year’s gross receipts are derived from 
foreign sources or if more than 20 per cent of its gross receipts are personal holding com- 
pany income as specially defined. See Proposed Reg. Sees, 1.1372-2, 1.1372-3, and 1.3724 
(b) (2) (1959), relating to manner and time of making election, statement of shareholder 
consent, new shareholders, and revocation of election. See also Proposed Reg. Sec. 1.1372-4 
(b) (5) (1959), and discussion pp. 495-496 infra, relating to gross receipts requirement for 
qualification, 
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The difficult question is whether a corporation should elect to come 
under Subchapter S. In fact, everything covered hereinafter (and 
much that is not) will bear upon this decision. The operating com- 
plexities work against the election;*° the intended and the unin- 
tended opportunities work in its favor. At this point, however, a sim- 
ple statement of basic factors to be weighed is appropriate. 

The decision to elect should be made only if one of the following 
three reasons exists: 

(1) Ifthe business is a truly small one, with comparatively steady 
income anticipated and stockholders who do not have substantial 
outside income ; 

(2) If stockholders have substantial outside income, and a sizable 
loss for the year is anticipated ; 

(3) If sophisticated, competently advised stockholders wish to 
take advantage of one of the ‘‘ gimmicks’’ allowed, probably uninten- 
tionally, by Congress. 

Permanent election. Election by a corporation with comparatively 
low income is the classic situation envisioned by Congress and is 
probably the only case of the permanently electing corporation. 
Simple arithmetic will almost answer the question—almost, but not 
quite. , 

The objective here, of course, is to avoid the double tax. In making 
the decision, however, it should first be established that there is a 
double tax to avoid. In many instances the intent of the shareholders 
of a small corporation is to expand and expand, eventually to die 
with the stock (getting a stepped-up cost basis) or to merge tax-free 
with or sell to a larger corporation. A distinction must be made be- 
tween the corporation which proposes to expand, perhaps paying 
small dividends from time to time, the corporation whose stock- 
holders intend an eventual sale or liquidation (where the capital 
gains tax should be reflected in the calculation), and the corporation 
which anticipates declaring most of its earnings in dividends. Inas- 
much as no one can say for certain what the future of any corpora- 
tion will be, certain intangibles are bound to affect the mathematical 
calculation. One such intangible is the natural reluctance of people 
to pay taxes on money that has not found its way into their pockets." 
If the corporaton needs its earnings for expansion, this could well 


10 Unresolved questions under state income tax laws, both individual and corporate, may 
affect the decision. See Report Bulletin 28 (Jan. 27, 1959), P-H Strate & LocaL Tax SERv., 
ALL States Tax GuInE, for chart showing impact of Subchapter S on various state levies. 

11 This problem might be solved by dividends sufficient to defray the shareholders’ re- 
spective income taxes. If distributions are non-pro rata, several problems exist. See diseus- 
sion in note 31 infra. 
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be a vital factor, overcoming any but a major saving of tax under 
Subchapter S. 

In the expansion case, the first mathematical calculation should be 
based on a straight individual versus corporate rate. Assume the 
case of corporation X. A, its president, who owns 40 per cent of the 
stock, is married, receives a salary of $25,000, and has outside in- 
come of $5,000 ; he has no dependents. B, its vice-president, who owns 
25 per cent of the stock, is a widower who is raising two children; he 
receives a salary of $18,000 and has outside income of $2,000. C and 
D, department heads, own 15 per cent each, are married with three 
children, and receive $12,500 in salary. EZ, a promising junior, owns 
five per cent, is a bachelor, and makes $10,000 in salary. C, D, and E 
have no outside income. All stockholders use the standard deduc- 
tion.”” 

X normally earns $25,000-$30,000 a year before its qualified profit- 
sharing trust removes 15 per cent. Its earnings are improving, and 
for the next few years an average of $35,000 is expected (after de- 
duction for profit-sharing, $29,750). Should the shareholders elect? 





Average 

Tax Indi- Corporate Average 

TaxonIn- TaxoniIn- Attribut- vidual Taxon Corporate 

Share of dividual, dividual, able toIn- Bracket Shareof Bracket 

Undis- Excluding Including clusionof on Cor- Income on Income 

tributed Corporate Corporate Corporate porate Absent Absent 

Income Income Income Income Income Election Election 

A (40%) $11,900.00 $8,434.00 $14,361.00 $5,927.00 49.8% $3,988.00 33.5% 
B (25%) 7,437.50 5,064.00 8,511.50 8,447.50 46.4% 2,492.50 33.5% 
C (15%) 4,462.50 1,810.00 3,008.75 1,198.75 26.9% 1,495.50 33.5% 
D (15%) 4,462.50 1,810.00 8,008.75 1,198.75 26.9% 1,495.50 33.5% 
E ( 5%) 1,487.50 2,096.00 2,601.75 505.75 34% 498.50 33.5% 


Obviously, on this showing X will not elect. 

Next, assume that the corporation intends to sell out in a few 
years. In the absence of an election under Subchapter S, there must 
now be taken into consideration the capital gains tax on after-corpo- 
rate tax money. In the case of A and B, this will be 25 per cent of 66.5 
per cent, or 16.625 per cent. Thus their non-electing bracket will be 
50.125 per cent (33.5 per cent + 16.625 per cent). A has a close choice 
(50.125 per cent versus 49.8 per cent). Under these circumstances, 
the better advice would be to forego the election. 

Now suppose the earnings are expected to be higher than in the 
examples above. It really makes little difference which figure is 
selected. In the absence of an expectation of dividends, the effective 


12 For purposes of these computations, dividends received credits, etc. are ignored. 
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corporate tax rate will be between 52 per cent and 64 per cent [52 per 
cent + (25 per cent X 48 per cent) ]. A’s lowest individual bracket 
for the addition will be 53 per cent; B’s will be 52 per cent. 

So it can be seen that in the absence of something unusual, it will 
take a very small corporation to elect on a permanent basis. The 
‘*something unusual’’ might be provided by the tax on undistributed 
earnings." If X is the type of corporation which has little excuse for 
accumulation of income other than for normal working capital, 
it will have to start worrying after its earnings and profits reach 
$100,000. It might at that time elect under Subchapter S to protect 
against possible penalty tax. 

Losses in early years. The Committee Reports indicate that Con- 
gress fully intended to provide benefits under Subchapter S for 
small corporations realizing losses for several years. Ordinarily, this 
will take place in the formative years of the corporation, but on occa- 
sion a temporary recession in the business or industry may be fore- 
seen in time to make an election. Where the shareholders have sub- 
stantial outside income, the utilization of such losses directly by 
them under pass-through privileges may be preferable to the carry- 
forward at the corporate level. The corporate saving will be, at best, 
at the 52 per cent rate. However, if the election is not made and the 
anticipated corporate earnings never materialize to absorb the loss 
carryovers, the shareholders may have a safety valve under section 
1244. If their stock qualifies under that section, they will have ordi- 
nary loss upon its disposition or worthlessness. It follows that the 
brackets of the individual taxpayers should be examined and careful 
study given to all eventualities before the election decision is made. 

Single-year election. Election under Subchapter S for a single 
year may enable a corporation to ‘‘trap’’ a long-term capital gain. 
That is, if the corporation realizes net long-term capital gain in an 
election year and actually distributes money in the amount of the 
gain to its shareholders, there will be only one capital gains tax, and 
that at the shareholder level. This and related possibilities growing 
out of the so-called capital gain pass-through provisions have a 
scope far broader than Congress envisaged. It follows that extrava- 
gant schemes based on slavish reliance on existing law may be frus- 
trated by Congressional action in 1959. 

Asa practical matter, an election under Subchapter S is not irrevo- 
cable even with respect to the current year. This affords the share- 
holders and their advisers an escape hatch in the event of gross mis- 


13 LR.C. § 531 (1954). 
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calculations and faulty prognostications.’* Although the general rule 
is that a voluntary revocation consented to by all shareholders is 
effective only for the succeeding taxable year, an involuntary revoca- 
tion, occasioned, for example, by a disqualifying stock transfer, ter- 
minates the election status for the current taxable year.” Intentional 
disqualification from Subchapter S status as late as the final day of 
the year may be easily accomplished, perhaps by a transfer to a trust 
or to an eleventh shareholder. If there has been a bona fide and com- 
plete change in share ownership, the Commissioner will have great 
difficulty in persuading a court to disregard the transfer for pur- 
poses of the Subchapter S election. Notwithstanding this escape 
hatch, the election should not be made recklessly, for revocation, 
whether voluntary or involuntary, will bar a new election for a four- 
year period absent the Commissioner’s consent.'® 

The obvious statutory weakness in this area should be corrected. 
Congress’ apparent purpose in forcing the taxpayer corporation to 
elect at the start of the year and not thereafter allow voluntary revo- 
cation for that year was to make the election irrevocable. To make 
this policy effective, the Commissioner should be given the option of 
recognizing or refusing to recognize a disqualification. 

On the other hand, the basic policy is subject to question.’* Prob- 
ably the sounder approach is to bring the consent revocation into 


14 The logic of setting up rigid rules respecting the necessity of irrevocable (for one 
year) decisions, and then permitting escape from the result of miscalculated election by a 
simple transfer of a small amount of stock to a trust or other tainted shareholder would 
please Tweedledee, who might observe, ‘‘ ‘Contrariwise, if it was so, it might be; and if 
it were so, it would be; but as it isn’t, it ain’t. That’s logic.’ ’’ CARROLL, op. cit. supra note 
4, at 52. 

15 ILR.C. § 1372(e) (2) and (3) (1954). 

16 T.R.C. § 1372(f) (1954). It is to be noted in connection with disqualifying transfers 
that Proposed Reg. Sec. 1.1372—4(b) (3) (1959) requires that the corporation immediately 
notify the District Director as to the number of shares transferred and the names of the 
transferor and transferee. This suggests the possibility that the Commissioner will wish to 
be satisfied as to the bona fides of the transfer. See Proposed Reg. Sec. 1.1374—1 (1959), re- 
lating to determination of shareholders on last day of taxable year, which provides: ‘‘A 
donee or purchaser of stock in the corporation is not considered a shareholder unless such 
stock is acquired in a bona fide transaction and the donee or purchaser is the real owner of 
such stock. The circumstances, not only as of the time of the purported transfer but also 
during the periods preceding and following it, will be taken into consideration in deter- 
mining the bona fides of the transfer. Transactions between members of a family will be 
closely scrutinized. ’’ 

17 Under H.R. 12084, 85th Cong., 2d Sess. (1958), the bill introduced by Representative 
Wilbur Mills on April 22, 1958, which first embodied Subchapter S but was later sup- 
planted when the Senate Finance Committee incorporated Subchapter S in the Technical 
Amendments Act of 1958, all disqualifying events occurring during the year, whether vol- 
untary or involuntary, resulted in termination of Subchapter S status for the current year. 














1959] SUBCHAPTER S AND SECTION 1244 463 


harmony with the disqualification. This would mean that the share- 
holders, without virtually meaningless formalities, could always 
escape the effects of a bad decision provided they were willing to 
pay the price of a four-year period of ineligibility for Subchapter S 
treatment. 


B. Orpinary Income UnpER SuscHAPTER S 


On the assumption that an election has been made, the electing 
corporation may now be observed and analyzed as it wends its un- 
certain way down the chess board of Subchapter S."* It is a fair state- 
ment that the pivotal moves will be dictated by two prime factors: 
(1) the presence or absence of accumulated earnings and profits; 
and (2) the corporation’s need for reinvestment of earnings. The 
implications of these factors are readily apparent from a brief sur- 
vey of the ground rules for operation under Subchapter S. 

The taxable income of an S corporation, as specially defined,’ is 
taxed to the shareholders whether distributed or not. Actual divi- 
dend distributions are taxable to the recipients when received.” Un- 
distributed income is taxable to whoever are shareholders on the 
final day of the corporation’s taxable year in proportion to their 
shareholdings.” Neither actual distributions nor constructive dis- 
tributions from current earnings are deemed dividends for purposes 
of the dividend exclusion, dividends received credit, or retirement 
income credit.” 

Distributions in a subsequent year of undistributed income pre- 
viously taxed will be tax-free if made in accordance with ‘‘regula- 
tions prescribed by the Secretary or his delegate.’’ ** The Proposed 
Regulations establish rules and presumptions as to the source of 
distributions, whether out of undistributed taxable income or not. 
Irrespective of such rules and presumptions, the statute is clear that 
the tax-free character exists only for the same shareholder to whom 
the income was previously taxed and provided that there has been 

18 “ ‘The time has come,’ the Walrus said, 

‘To talk of many things: 

Of shoes—and ships—and sealing wax— 

Of cabbages—and kings— 

And why the sea is boiling hot— 

And whether pigs have wings’ ” 
CARROLL, op. cit. supra note 4, at 59. 

19 LR.C. § 1373(d) (1954) ; Proposed Reg. See. 1.1373-1(e) (1959). 

20 T.R.C. § 316(a) (1954). 

21 I.R.C. § 1373(b) (1954) ; Proposed Reg. See. 1.1373-1(b) (1959). 

22 LLR.C. § 1375(b) (1954) ; Proposed Reg. See. 1.1375-2 (1959). 

23 ILR.C. § 1375(d) (2) (A) (1954) ; Proposed Reg. Sec. 1.1375-4(b) (1959). 
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no break in the continuity of the corporation’s status as an S corpo- 
ration.** 

The bulk of the problems peculiar to the S business form are asso- 
ciated with undistributed taxable income, perhaps more accurately 
referred to as previously taxed income. In theory, the election causes 
corporate income to be taxed only once, that being at the shareholder 
level, and permits such income to be left with the corporation with 
ultimate tax-free distribution to the shareholders when the corpora- 
tion no longer has need of it. Where the electing corporation is a 
new one or has no accumulated earnings and profits, this theory is 
generally borne out in practice. Where, however, there are accumu- 
lated earnings and profits prior to the election or generated during 
the election period, there are risks that the previously taxed income, 
whether ordinary or capital gain, may be ‘‘locked in.’’ In that event, 
tax-free distribution to shareholders will be made impossible until 
accumulated earnings have been first eliminated by corporate distri- 
butions. 

No pre-election year earnings and profits. Consider first the pic- 
ture where there are no accumulated earnings and profits prior to 
the S corporation election, and all or a portion of the S corporation’s 
income is retained by it. The retained corporate income which is tax- 
able to a shareholder occasions a corresponding increase in the basis 
of his stock.” Corporate earnings and profits as increased by the 
current year’s earnings are in turn decreased not only by actual dis- 
tributions but also by the amount taxable to year-end shareholders, 
though undistributed.** Thus, ordinarily, earnings and profits are 
altered but slightly in an election year. Changes do, however, occur 
where the corporation’s earnings and profits exceed its taxable in- 
come, caused, for instance, by receipt of tax-exempt income or life 
insurance proceeds or due to percentage depletion being in excess of 
cost depletion. 

It is therefore evident that even a new corporation with an un- 
broken record under Subchapter S may have accumulated earnings 
and profits by the time it attempts to distribute any previously taxed 
income. The Proposed Regulations propound a rule that previously 
taxed income may be distributed tax-free notwithstanding the ex- 


24T.R.C. § 1375(d) (2) (A) (1954) ; Proposed Reg. Sec. 1.1375-4(e) (1959). If there has 
been a break in election continuity, only the post-break previously taxed income may be dis- 
tributed tax-free. This situation will occur only where, pursuant to section 1372(f) (1954), 
the corporation returns to Subchapter S status after a four-year period of ineligibility or 
after obtaining the Commissioner’s consent. 

25 T.R.C. § 1376(a) (1954) ; Proposed Reg. Sec. 1.1376-1 (1959). 

26 T.R.C. § 1377(a) (1954) ; Proposed Reg. Sec. 1.1377-1 (1959). 
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istence of accumulated earnings and profits, but that no distribution 
from previously taxed income is possible unless all current year 
earnings and profits are distributed as taxable dividends. 

These results are more clearly seen by actual illustration. Assume 
A and B are 50 per cent shareholders of a new S corporation, which 
in 1960 has $10,000 taxable income and $1,000 tax-exempt income, 
none of which is distributed. A and B will each be taxed on $5,000; 
the previously taxed income for each will be $5,000 ; and the earnings 
and profits of the corporation will be $1,000 at December 31, 1960. 
If $10,000 had been distributed in 1960, the result would be the same, 
except that there would be no previously taxed income. This result 
follows from the definition of undistributed taxable income in section 
1373(¢) as taxable income less dividends paid. 

Assume further that there are no distributions in 1960, that the 
corporation has $5,000 taxable and $1,000 tax-exempt income in 
1961, that a distribution of $5,000 each to A and B is made in early 
1961, carefully labeled ‘‘distribution of income previously taxed in 
1960,’’ and that there are no other 1961 distributions. Under sec- 
tions 1.1373-1(d) and 1.1375-4(b) of the Proposed Regulations, the 
label is ineffective except with respect to that portion of the distri- 
bution which is in excess of current earnings. Thus A and B are each 
taxable on $3,000; the aggregate previously taxed income is $6,000; 
and the corporation’s accumulated earnings and profits remain at 
$1,000.77 

Pre-election year earnings and profits. The points touched upon 
with respect to corporations having no pre-election year accumu- 
lated earnings are far more troublesome where such earnings exist. 
Disqualification from Subchapter S status will push the previously 
taxed income account to the foot of the dividend class, since only 
electing small business corporations may earmark distributions as 
tax-free.** Thus, a distribution in a non-election year, regardless of 
any attempt to identify it as previously taxed income, will be taxed 
as a dividend to the extent of the then accumulated earnings. Even a 
distribution early in a year believed to be an election year, though 


27 The Proposed Regulations governing distribution of previously taxed income are some- 
what more restrictive than they might be. If the privilege of tax-free distribution is to be 
more meaningful, earmarking should be allowed in an election year without reference to the 
shareholder’s pro rata share of either the corporation’s taxable income or its current earn- 
ings. This would give the following results in the illustration: A and B would each be tax- 
able on $2,500 as undistributed taxable income under section 1373 ; the aggregate previously 
taxed income would be $5,000; and the corporation’s accumulated earnings and profits 
would be $2,000. 

28 T.R.C. § 1375(d) (1) (1954). 
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carefully identified as income previously taxed to the shareholder 
receiving the distribution, may prove to be a fully taxable dividend 
in the event of disqualification from Subchapter S treatment later in 
the year.” 

For example, assume an S corporation has $100,000 accumulated 
earnings and profits; shareholder A has a previously taxed income 
account of $20,000 ; the calendar year corporation permits A to with- 
draw his account on January 15, 1959, and A shortly thereafter sells 
his stock to B; the corporation’s net income for the year proves to 
be zero; by reason of violation of the gross receipts test or some 
other proscribed event, the corporation later loses its Subchapter S 
status for the year; A’s tax-free withdrawal now suddenly becomes 
taxable as a dividend.*® The Proposed Regulations with regard to 
identification of source of distributions do not provide any relief in 
this situation. Although the foregoing example deals with $100,000 
accumulated earnings and profits and no 1959 earnings, the result 
would be the same where there are no accumulated earnings and 
profits, but there are 1959 earnings in excess of $20,000 and no other 
distributions. 

The situation described may not prove uncommon. Ordinarily, an 
S shareholder preparing to transfer his shares will first pull out his 
previously taxed income account if he can prevail on the corporation 
to make such distribution. If he does not succeed in getting it out, it 


29 Under section 1372(b) (1954) an election is effective for the taxable year of a corpora- 
tion and succeeding years unless it is terminated with respect to such year under section 
1372(e) by a disqualifying transfer or disqualifying gross receipts. 

30 A selling shareholder, if given free choice, may face a dilemma as to the handling of 
his previously taxed income account. As the Unicorn puts it, 

“*You don’t know how to manage Looking-glass cakes. 
Hand it round first, and cut it afterwards.’ ” 
CARROLL, op. cit. supra note 4, at 116. 

31 The concept of a previously taxed income account under Subchapter S roughly parallels 
the concept of the unwithdrawn income account in a partnership. The actual withdrawal, 
however, in the Subchapter S situation requires corporate action and gives rise to knotty 
questions of preferential dividends. Non-pro rata dividends to S shareholders from current 
earnings to pay income tax create comparable difficulties. See note 11 supra. 

Ordinarily dividends must be apportioned among the stockholders pro rata with their re- 
spective holdings, but it seems clear that by unanimous consent they may become bound by 
a different mode of division, the rights of creditors not being affected. Speier v. United 
States, 9 F.Supp. 1020 (Ct.Cl. 1935) ; 58th Street Plaza Theatre, Inc., 16 T.C. 469 (1951) ; 
11 FLETCHER, CYCLOPEDIA OF THE LAW OF PRIVATE CORPORATIONS 1106 (rev. ed. 1958). The 
shareholder’s preferred distribution is reflected in his relatively smaller previously taxed 
income account, and in most cases the preference may be corrected in connection with later 
distributions or upon liquidation. Even where there is no change in shareholders, a preferen- 
tial distribution may cause difficulties. In the event of subsequent insolvency or even capital 
impairment, the other shareholders may be prevented from a correction of the earlier in- 
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is quite unlikely that the account will be fully reflected in a larger 
sale price for his stock. The purchaser will appreciate that he cannot 
succeed to the seller’s previously taxed income account and will 
therefore consider that sum as merely a part of the corporation’s 
total assets in arriving at the purchase price for the stock. Moreover, 
the problem illustrated in the example is not one that can be warded 
off by a carefully drawn stock restriction agreement. If after share- 
holder A has sold out, but before year-end, all of the shareholders 
agree to termination of the election and the steps taken, such as sale 
to an eleventh shareholder, result in an ‘‘involuntary’’ termination, 
A is in difficulties.*” 

The moral up to this point is that where there are accumulated 
earnings and profits it is risky to leave election year earnings in the 
corporation. To a much lesser degree, the same is true even where 
there are no accumulated earnings and profits, since they may arise 
during the election period. The privileged character of previously 


equality. They might have a contractual claim against the shareholders who enjoyed the 
preference. 

Where there is a sale or other transfer of stock, precautions must be taken to burden the 
transferred shares with any earlier preferred distributions. In the absence of notice of limi- 
tations on the stock, a transferee for value would probably be entitled to his pro rata share 
of all future corporate distributions. These complications in eases of changing ownership 
make it highly dubious that non-pro rata distributions should ever be permitted. 

The problem of preferences in earlier dividend distributions can be partially but not en- 
tirely solved by a substantially disproportionate stock redemption under section 302(b) (2) 
(1954) immediately prior to transfer to a new shareholder. Such redemption would be in 
the amount of the then previously taxed income account of the transferor shareholder. The 
new shareholder would acquire a smaller percentage ownership of the corporation and would 
undoubtedly pay less than he would pay for the transferor’s full interest though burdened 
with the earlier preferential dividends. Moreover, the ownership attribution rules of sec- 
tion 318 (1954) which govern section 302 redemptions would oceasionally bar this solution. 
Pending formulation of rules under Regulations or case law, it would appear preferable to 
have a stock restriction agreement provide for cross-referencing shareholdings to previously 
taxed income accounts if there are to be any non-pro rata distributions. See discussion 
p. 486 infra. 

32 Under Proposed Reg. Sec. 1.1375-4(b) (1959) shareholder A would also be taxed if 
money distributions other than the $20,000 to A do not equal or exceed current year earn- 
ings and profits. In either event A would be left with an income tax liability and a bad 
temper: 

“The Red Queen said, “Take a bone from a dog : what remains ” 

Alice considered. ‘The bone wouldn’t remain, of course, if I took it—and the dog 
wouldn't remain: it would come to bite me...and I’m sure J sbouldn’t remain! 

‘Then you think nothing would remain”? said the Red Queen. 

‘I think that’s the answer.’ 

‘Wrong as usual,’ said the Red Queen : ‘the dog’s temper would remain.’ 

‘But I don’t see how—’ 

‘Why look here!’ the Red Queen cried. ‘The dog would lose its temper, wouldn’t it?” 

‘Perhaps it would,’ Alice replied cautiously. 

‘Then if the dog went away, its temper would remain!’ the Queen exclaimed 
triumphantly.” 


CARROLL, op. cit. supra note 4, at 142. 
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taxed income under section 1375(d) all too frequently will prove 
illusory.** 

Last-day rule for taxing income. The system of imputing income 
to the last-day shareholders contrasts sharply with the treatment of 
losses which are allocated on a daily basis among all persons who 
have been shareholders in the course of the year.** A purchaser of 
stock in an S corporation will find himself taxed on earnings which 
have accrued to the corporation prior to his acquisition as well as 
after such acquisition. It is true that any income upon which he is 
taxed will be credited to his previously taxed income account, and, 
subject to the hazards above mentioned, he may ultimately receive 
the dollars in hand without further tax. But even conceding this, the 
purchaser will be chary of paying a price for stock based on the cor- 
poration’s balance sheet on the sale date when part of the corpora- 
tion’s assets will be taxed to him as ordinary income at year-end. He 
will discount his purchase price to the extent of his probable tax 
liability on the income. 

There is no explanation in the Committee Reports for the dif- 
ference between the method of allocating undistributed income and 
the method of allocating losses. However, it is apparent that the 
daily basis in the case of losses constitutes a restraint on trading in 
losses through year-end stock transfers. Were the income test of 
last-day ownership applicable to losses, there would be an induce- 
ment for high-bracket taxpayers to make December 31 acquisition of 
S loss stock merely to procure use of the pass-through loss. 

In the case of attribution of undistributed income, the threat to 
the revenue from year-end transfers is not nearly as severe; hence 
there is a different rule. It is true that such transfers may switch 
income recognition to the transferee’s lower bracket in many cases, 
but there are some restrictive features to this. The Secretary or his 
delegate is empowered by the statute to reallocate corporate income 
among members of a family group, if necessary, to reflect appro- 
priate salaries for services rendered the corporation.® Moreover, a 
transferee, whether purchaser or donee, does not succeed to the 
transferor’s previously taxed income account, so that where such an 


33 The difficulties of getting the previously taxed income out might be likened to the prob- 
lem of obtaining Looking-glass jam: 
“*You couldn’t have it if you did want it,’ the [White] Queen said. ‘The rule is, 
jam tomorrow and jam yesterday—but never jam today.’ 
‘It must come sometimes to jam today,’ Alice objected. 
‘No, it ca’n't,’ said the Queen. ‘It’s jam every other day: today isn’t any other 
day, you know.’ ”’ 
CARROLL, op. cit. supra note 4, at 72. 
34 T.R.C. § 1373(b) (1954). 
85 T.R.C. § 1375(e) (1954). 
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aecount exists it will constitute a deterrent to donative family trans- 
fers. This is certainly true where the corporation has pre-election 
earnings and profits which would cause later distributions to be 
taxable dividends to the transferee. 

Despite these restrictions, there is opportunity for tax planning 
clearly sanctioned by the statute. Where the corporation has unex- 
pectedly heavy income, the large shareholder may partly avoid the 
tax impact by a year-end family transfer. However, this is hardly an 
outrage to the revenue. Analogy on a lesser scale may be found in the 
case of a non-electing corporation which declares an unexpectedly 
large dividend. The shareholder may transfer the stock to another, 
perhaps his son, prior to the dividend payment date and thereby 
switch the income tax on the dividend to the transferee. In these 
cases, and under Subchapter S as well, it must be emphasized that 
the taxpayer is making a real transfer; the tree as well as the fruit 
has been disposed of.** 

Death of an S shareholder. Were it not for problems incident to 
the death of a shareholder, it would be fair to say that the Subchap- 
ter S election with earnings left in the corporation is a useful and 
economical way to operate in certain cases. These would inelude the 
single shareholder corporation and the corporation where the rela- 
tionship between shareholders is such as to assure continued una- 
nimity in management and tax decisions, the latter being backed by 
a comprehensive stock restriction agreement. In either instance, 
however, there is no protection against the adverse income tax con- 
sequences to his estate of a shareholder’s death. 

The death of a shareholder who has a previously taxed income 
account in an § corporation causes that account to lose its special 
status. The decedent’s executor is a new shareholder, and the privi- 
lege of tax-free extraction is accorded only to the shareholder to 
whom the income was previously taxed. Thus, any distribution to 
the decedent’s estate or successor in interest will be subject to the 
regular dividend rules even where the corporation’s election status 
is continued. If there are accumulated earnings and profits, or if 
earnings and profits are engendered by life insurance proceeds pay- 
able to the corporation on the decedent’s death, the distribution will 
be taxable. This situation casts additional doubt on the wisdom of 
ever leaving the earnings of a corporation undistributed. It arises 
even where there is no disqualification of the corporation and, unlike 
a gift or stock sale, is not a consequence of a voluntary act. 

Another consequence of death is that the decedent’s executor must 
consent to the election within whatever time is prescribed by the 


86 Cf. Lucas y. Earl, 281 U.S. 111 (1930) ; Helvering v. Horst, 311 U.S. 112 (1940). 











470 TAX LAW REVIEW [Vol. 14: 


Regulations if S status is to be preserved.* If he files such consent, 
he may incur income tax liability under the last-day rule with no 
assurance of cash forthcoming to pay the tax.** Adequate authority 
to make the election should be provided for in each S shareholder’s 
will to protect the executor in exercising his decision. 

The value of the stock for purposes of federal estate tax will in- 
clude the value of the estate’s share of undistributed income from 
prior years and the current year to date of death. It is arguable that 
the stock value should be reduced to reflect the inchoate income tax 
liability for pre-death corporate earnings. That liability is not a debt 
of the decedent, not having accrued at death, but it would bear upon 
the saleability of the stock. 

There is serious doubt that the last-day constructive dividend to 
the estate will be deemed income in respect of a decedent under sec- 
tion 691, even though the dividend consists in part of corporate earn- 
ings before the date of death. The Treasury attitude is not indicated 
by the Proposed Regulations, but the bringing of the situation 
within the scope of section 691 as a ‘‘right to receive’’ an amount 
acquired by the decedent’s estate from the decedent is not easy. 
Faced with a comparable quandary in the case of a decedent part- 
ner’s share of partnership income, the Treasury, by Regulations, 
held that it was income in respect of a decedent and allowed the 
deduction for attributable estate tax.*® In the case of a decedent 
income beneficiary of a continuing trust, a different position was 
taken.*® The case of an S corporation is slightly harder than that 
of a partnership. The executor of the estate of a deceased partner 
has a present right at year-end to the distributive share not pre- 
viously withdrawn by the decedent, whereas in the case of an S 
corporation, the executor cannot command actual distribution of 
anything unless he is a majority shareholder. 

Suggested change in statute. If there are dangers inherent in fail- 
ure to distribute annually to shareholders income of an S corpora- 
tion, and if those dangers exist to a greater or lesser degree in vir- 
tually all cases, the basic structure of the Subchapter is vulnerable. 
The chief culprit in the present statute is the requirement that pre- 
viously taxed income may be distributed tax-free only to the share- 


37 I.R.C. § 1372(e) (1) (B) (1954). Proposed Reg. Sec. 1.1372-3(b) (1959) requires that 
consent be filed within 30 days of the executor’s appointment. 


3s “ ‘But what could it do, if any danger came? Alice asked. 
‘It could bark,’ said the Rose. 
‘It says “Boughwough!’’’ cried a Daisy. ‘That’s why its branches are called 
boughs!” 


CARROLL, op. cit. supra note 4, at 24. 
39 Reg. Sec. 1.706-1(¢) (3) (v) (1956). 
40 Reg. Sec. 1.652(c)-2 (1956). 
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holder who paid the tax originally. The possibilities of tax avoidance 
in permitting successors in interest to succeed to the previously 
taxed income account would be extremely limited. 

In the case of a donee or legatee there is no demonstrable loss of 
revenue. In the case of a purchaser there might be some concern that 
high-bracket taxpayers would pay a premium for stock with built-in 
previously taxed income. Such concern lacks substance, for it should 
be sufficient that the income has been fully taxed at the appropriate 
rate to whoever owned the stock when the corporation earned the in- 
come. The Committee Reports on the 1958 Act do not cast any light 
on the considerations which prompted the limitation on tax-free dis- 
tributions to the actual shareholders previously taxed.* 

There are two alternative methods of effecting a needed liberali- 
zation in this area to make Subchapter S more workable. Both have 
merit. One method would be to break away from the concept of pre- 
viously taxed income accounts of individual shareholders and treat 
all retained corporate income on which tax has been paid at the 
shareholder level, regardless of shareholder identity, as a privileged 
fund in the corporation’s hands. Distributions during the election 
period would be deemed first out of the privileged fund, that is, tax- 
free. As in present Subchapter S, earnings and profits would be de- 
creased by retained income when taxed to shareholders but would be 
unaffected by later distributions from the privileged fund.*? Such a 
system should operate equitably and with a minimum of adminis- 
trative burden for corporations, shareholders, and the Commis- 
sioner. 

A second method would be to amend present section 1375 (d) (2) 
(A) to provide that a shareholder’s net share of the previously taxed 
income of an electing small business corporation shall be an amount 
equal to 

(A) the sum of the amounts included in the gross income of the shareholder, 
or any predecessor in interest, for all prior taxable years. .. . 

A corresponding change would be required for subsection (d) (2) 
(B) which relates to the reduction of the previously taxed income 


41 Perhaps Congress adopted the Tweedledum and Tweedledee approach: 
“Tweedledee : ‘I generally hit everything I can see—when I get really excited.’ 
‘And J hit everything within reach,’ cried Tweedledum, ‘whether I can see it or not!’”* 
CARROLL, op. cit. supra note 4, at 68. 

42 Under this approach, the cost basis of a shareholder’s stock should probably be in- 
creased, as under existing law, to the extent of income taxed to him but left with the cor- 
poration, and it should be reduced by distributions from the privileged fund. If the step-up 
in basis were not given, he would realize a capital gain on sale of the stock which would, in 
the main, be attributable to the same income on which he had been previously taxed. The 
purchaser would, in a sense, receive a portion of his purchase price back tax-free if and 
when the corporation made distributions out of the privileged fund. 
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account for allowable losses and for previous distributions from the 
account. 

The problem under this second method would be principally one 
of tracing. A revenue agent auditing the return of a successor in in- 
terest who has reported certain receipts as tax-free distribution 
from an S corporation would require proof that the income had in 
fact been reported as taxable by the predecessor in interest. This 
should not constitute an overly burdensome extension of the present 
law. 

Distributions and loan-backs. If statutory relief is not fortheom- 
ing to provide insulation for the previously taxed income accounts, 
the only safe counsel must be to avoid creation of such accounts,** 
that is to say, all of the corporation’s Subchapter S net income 
should actually be distributed to the shareholders prior to the last 
day of the year. This will take extremely fast and able computation. 
Moreover, there will be numerous instances where the corporation 
lacks ready funds for such distribution. In such cases it will have to 
arrange short-term loans to finance the dividends, since only actual 
distributions will produce a zero figure for undistributed taxable in- 
come. 

More frequently than not the corporation needs all or a part of its 
earnings to carry out its present or anticipated operations. The 
shareholders in such circumstances must come forward with funds, 
and the most likely source of such funds is the dividend distribution 
but recently received. If such funds are contributed to the capital of 
the corporation, the shareholders are no better off than they would 
have been had no dividend distribution been made. The funds can- 
not be recovered tax-free in a later year except in the event of com- 
plete or partial liquidation. Accordingly, the shareholders will lend 
them to the corporation, taking all possible precautions to character- 
ize the transactions as loans. This will enable the shareholders, if 
the characterization stands up, to recover their funds tax-free in a 
later and more prosperous year irrespective of the corporation’s 
then tax status as S or not S.** 

43 ‘**Beware the Jabberwock, my son! 

The jaws that bite, the claws that catch ! 
Beware the Jubjub bird and shun 
The frumious Bandersnatch !’ ” 
CARROLL, Op. cit. supra note 4, at 18. 
44 This recommended procedure bears a certain resemblance to the White Knight’s way 


of getting over a gate: 


““T’ll tell you how I came to think of it,’ said the Knight. ‘You see, I said to myself 
“The only difficulty is with the feet: the head is high enough already.” Now, first I 
put my head on the top of the gate—then the head’s high enough—then I stand on 
my head—then the feet are high enough, you see—then I’m over, you see.’” 
CARROLL, op. cit. supra note 4, at 127. 
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The frequency with which the suggested loan procedure will be fol- 
lowed by S shareholders will not go unnoticed by the Commissioner. 
Those who have suggested that the S election eliminates the ‘‘thin 
incorporation problem”’ have obviously not been thinking about the 
problem here involved. It is to be anticipated that revenue agents 
will characterize this type of transaction as a sham and regard the 
‘‘loan’’ as a capital contribution.* If this contention were sustained, 
the shareholder would apparently be the unwilling designee of a 
previously taxed income account held by the corporation. 


C. Tae Loss Pass-Turovuexu In Operation 


The current year’s operating loss of an electing corporation is 
carried directly into the returns of all who have been shareholders 
during the corporation’s taxable year.** In contrast to the treatment 
of undistributed taxable income, where ownership on the final day 
of the year is the basis of imputing income, net operating losses are 
allocated on a daily basis.** Thus, a 50 per cent shareholder who sells 
his stock in the middle of the year ** will carry into his return 25 per 
cent of the operating loss for the year. It is immaterial whether the 
corporation’s loss is attributable to operations during any partic- 
ular portion of the year. The loss for the full year is allocated on a 
mechanical basis. 

The system of daily allocation with respect to losses is not without 
its shortcomings. Thus, if the seller sells his stock at a time when the 
corporation has a large current year’s loss, he may or may not real- 
ize a tax benefit from such loss, depending on whether the corpora- 
tion continues to operate at a loss for the remainder of its year. If 
the corporation makes money, the seller may end up with no ordi- 
nary loss deduction. If it loses at a slower rate than before the sale, 
the seller will, in effect, share the pre-sale losses with the buyer. On 
the other hand, if the corporation loses at a faster rate after the sale 
than before, the seller will prosper tax-wise. It follows that the seller 


45 If the ‘‘loan’’ is held to be a capital contribution, there is a question as to the exist- 
ence of a second class of stock with consequent disqualification under Subchapter S. See 
Proposed Reg. Sec. 1.1371-1(g) (1959). 

46 T.R.C. § 1374(a) (1954). 

47 T.R.C. § 1374(¢) (1) (1954). 

48 The example of a daily-basis proration of losses in the Senate Committee Report as- 
sumes July 1 is the middle of the year, thereby ignoring February’s brevity. Perhaps the 
Senate Committee recognized that some days have more value than others. Alice remarked— 


“In our country there’s only one day at a time.’ 

The Red Queen said, ‘That’s a poor thin way of doing things, Now here, we mostly 
have days and nights two or three at a time, and sometimes in the winter we take as 
many as five nights together—for warmth you know.’ ” 

CARROLL, op. cit. supra note 4, at 145. 
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will ordinarily be happiest when the corporation loses its shirt in 
the year of the sale. 

There is a technical defect in the statute with respect to the allow- 
ance, or rather non-allowance, of a share of the corporation’s oper- 
ating losses in the final life period return of a deceased shareholder. 
Section 1374(¢)(1) allows a shareholder ‘‘his pro rata share of the 
corporation’s net operating loss... for his taxable year in which or 
with which the taxable year of the corporation ends.’’ Inasmuch as 
a decedent’s taxable year ends with his death, there is no corpora- 
tion year ending with or within his year. Taken literally, this would 
mean that no one can utilize the decedent’s pro rata share of the loss. 
Faced with a comparable situation in the trust field under the dif- 
ferent taxable year sections,*® the Treasury has simply ridden rough- 
shod over the plain language of the statute and held by Regulations 
that the normal rules for taxing income are inapplicable in the case 
of the death of a life tenant.*° The Proposed Regulations, section 
1.1374-1(b) (2), do not reflect a similar attitude, and it will appar- 
ently be necessary for Congress to remedy the situation. 

The shareholder’s pro rata share of the corporation’s loss is con- 
sidered as a deduction attributable to a trade or business.*! As such, 
it may be used to offset other income from whatever source derived. 
If the loss exceeds the current year’s taxable income, the excess may 
be carried backward and forward at the shareholder level.®* It may 
not be carried back to years beginning prior to January 1, 1958, but 
the available loss emanating from the Subchapter S loss pass- 
through is not diminished by income for years beginning before Jan- 
uary 1, 1958."* 

A shareholder may utilize his allocable share of the corporation’s 
net operating loss only to the extent of the adjusted basis of the 
stock in the corporation owned by the shareholder plus the adjusted 
basis of any indebtedness of the corporation owing to the share- 
holder. A loss allowable to a shareholder causes an equivalent re- 
duction in the basis of his stock. When the basis of the stock is com- 
pletely absorbed, the excess loss is then applied to the basis of 


49 T.R.C. §§ 652 and 662 (1954). 

50 Reg. Sees. 1.652 (¢)-2 and 1.662(c)-—2 (1956) ; however, a different approach was taken 
with respect to taxation of income upon death of a partner. Reg. Sec. 1.706-1(c) (3) (ii) 
(1956). 

51 Section 1374(d) (1) (1954). Under Proposed Reg. See. 1.1374-2 (1959), it is a dedue- 
tion whieh may be limited, however, under the hobby loss section of the Code, section 270 
(1954). 

52 T.R.C. § 172 (1954). 

53 I.R.C. § 1374(d) (2) (1954). 

54 T.R.C. § 1374(¢) (2) (1954). 
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indebtedness.” The basis of both stock and debt as of the close of the 
taxable year of the corporation is controlling for this purpose. If the 
stock is sold or otherwise disposed of during the year, the basis of 
the shares sold is determined as of the day before the sale or other 
disposition.® If the shareholder sells all his stock during the year, 
the basis of indebtedness is determined as of the close of the last day 
that he was a shareholder.” To the extent that the shareholder’s 
allocable share of the loss exceeds the basis of his stock and indebted- 
ness, the loss is wasted. There is no carryover of such excess at either 
the shareholder or corporate level. 

The basis limit on loss utilization may prove to be one of the 
thorniest sources of controversy under Subchapter S. Any share- 
holder faced with a basis shortage which might bar allowance of an 
ordinary deduction possessing the carryover and carryback char- 
acteristics of the Subchapter S loss pass-through will not spare his 
ingenuity and that of his counsel to bolster his basis.** For tactical 
purposes it may be preferable to head off a basis shortage by action 
sometime prior to the year-end, although technically the situation 
on the final day of the corporation’s year is what counts in the ease 
of a continuing shareholder. 

If the basis increment takes the form of a contribution to capital 
which the corporation actually puts to work, the shareholder’s ap- 
plication of losses against such basis should be secure. Where the 
capital addition serves no corporate purpose, however, the Com- 
missioner may challenge the use of losses predicated on the basis in- 
crement. For example, if the sole shareholder of a calendar year S 
corporation, with no accumulated earnings and profits, makes a cap- 
ital contribution on December 31 in order to obtain the benefit of 
losses not otherwise allowable, and if six months thereafter the cor- 
poration makes a distribution to its shareholder in an amount com- 
parable to the December 31 contribution, query the consequences, 
assuming no undistributed earnings for such year. If the sharehold- 
er’s program succeeds, he will salvage an ordinary deduction in 


55 I.R.C. § 1376(b) (1954). 

56 T.R.C. § 1374(¢) (2) (A) (1954). 

57 I.R.C. § 1374(¢) (2) (B) (1954). 

58 At the same time, the taxpayer must be careful that the tax tail does not wag the busi- 
ness dog. To put additional funds into a losing corporation is always a risky venture. To be 
sure such funds are not being misplaced, the taxpayer should have a forward-going memory 
like the White Queen: 

“ ‘Tt’s a poor sort of memory that works only backwards,’ the Queen remarked. 

‘What sort of things do you remember best?’ Alice ventured to ask. 

‘Oh, things that happened the week after next,’ the Queen replied in a careless tone.” 
CARROLL, op. cit. supra note 4, at 73. 
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year one at the cost of an equivalent long-term capital gain in year 
two. The Commissioner’s contention might be that the transaction 
is asham without business purpose. 

If the shareholder makes a year-end capital contribution which 
the corporation merely holds in treasury, the Commissioner might 
nevertheless challenge a loss deduction dependent upon the basis 
increase. In a number of other situations the courts have upheld his 
contention that steps taken solely for purposes of tax minimization 
are to be disregarded. On the other hand, there is strong support 
in the decisions for the taxpayer’s argument that he is entitled to 
arrange his affairs so as to keep his tax burden down.” 

Alternatively, the shareholder may make a loan to the corpora- 
tion. The loan should be evidenced by a note in order that repayment, 
after the basis of the indebtedness has been reduced by the loss pass- 
through, will give rise to capital gain rather than ordinary income. 
The loan approach has certain advantages over the capital contribu- 
tion approach. If the corporation has accumulated earnings and 
profits, the capital contribution cannot normally be recovered with- 
out dividend consequences. Moreover, the utilization of the sum in- 
volved by the corporation for a six months’ period with a repayment 
at that time would normally be accomplished by a loan rather than 
an addition to capital. However, the problem of proper characteriza- 
tion as between loan and capital is again presented.” 

The provision with respect to adjustment of basis for a share- 
holder’s allowable operating loss may have a retroactive effect under 
some circumstances. Thus, if a shareholder sells stock on July 1 for 
$150 at a time when his basis is $100, he may find that his basis is 
subsequently reduced by his participation in post-sale operating 
losses. If his daily share of such losses were $20, his basis would 
be retroactively reduced to $80, and his capital gain would be $70. 
This is a fair result, since the $20 constitutes an ordinary loss to him. 

Existing corporate loss carryovers. The:« has been considerable 
uncertainty as to the effect of an S corporation election on an exist- 
ing corporate net operating loss carryover from a prior year, where 
the election year is a profit year. Where the election year is a loss 
year, there is no problem, because the 1958 Act amended section 172 
of the Code to provide that in determining the amount of the net 
operating loss deduction under subsection (a) of section 172, the 


59 Gregory v. Helvering, 293 U.S. 465 (1935). 

60 United States v. Cumberland Public Service Co., 338 U.S. 451 (1950). 

61 T.R.C. § 1232(a) (2) (1954). Repayment of open account indebtedness will give rise to 
ordinary income where the payment is in excess of the basis of the debt. 

62 See discussion pp. 472-473 supra. 
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loss of an S corporation for an electing year is to be disregarded. 
Thus, an existing carryover from a prior year is not increased in 
amount by the net operating loss of an election year. 

Logically, if the election year is a profit year, the existing operat- 
ing loss carry-forward should likewise be unchanged in amount. 
However, due probably to a drafting oversight, the amendment of 
section 172 did not cover the question. Under section 1373(e) the 
taxable income of an S corporation is determined without regard to 
section 172, so that any loss carryover from a prior year does not re- 
duce the income taxable to the shareholders. Since income is carried 
directly to the shareholders and is unreduced by the corporation’s 
prior year losses, such losses should not be reduced by the S corpora- 
tion’s taxable income. 

This is the answer provided by section 1.1374-1(a) of the Pro- 
posed Regulations which states that the taxable income for an elect- 
ing year shall be treated as if it were zero for purposes of determin- 
ing the amount of remaining loss carryovers from pre-election 
years. However, the electing years are counted in measuring the five- 
year permissible carryover period for losses. 

Effect of election year losses on basis and previously taxed income 
account. If there are any loss years during the election period, then 
to the extent the corporation’s net operating loss is allowable to a 
shareholder under loss pass-through privileges, the previously taxed 
income account must be reduced.* The amount of this reduction is 
the loss allowable to the extent of cost basis of stock and debt, 
whether or not the loss has actually been claimed or resulted in any 
tax benefit to the shareholder. The application of allowable losses 
in reduction of the previously taxed income account has particularly 
severe consequences where there are accumulated earnings and 
profits. 

As an illustration of these rules, assume that shareholders have 
invested $100,000 in an existing corporation which has $75,000 accu- 
mulated earnings and profits. In 1959 the corporation elects Sub- 
chapter S treatment and has $25,000 taxable income on which share- 
holders are taxed, although no distribution is made. In 1960 the 
corporation loses $15,000, which is passed through as a loss to the 
shareholders; in 1961 the corporation distributes all 1961 income 
and, in addition, distributes $25,000 earmarked as ‘‘income from 
1959 on which shareholders have paid tax.’’ The consequences would 
be that $15,000 of the $25,000 is taxable to the shareholders in 1961 
even though the corporation was at all times an S corporation. This 


6s LR.C. § 1875 (d) (2) (B) (1954). 
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is due to the reduction of the previously taxed income account to 
$10,000 in connection with the allowable 1960 loss. Were the 1959 
earnings distributed in 1959 instead of 1961, the shareholders would 
be taxed on only $25,000 instead of an aggregate of $40,000.% 

Concurrently with the reduction of the previously taxed income 
account for allowable losses, the basis of the shareholder’s stock is 
reduced.® The reduction in basis is logical, since the unwithdrawn 
earnings have increased that basis. Any other course would open 
the way to a double deduction; the shareholder would not only have 
the income advantage of the operating loss pass-through, but would 
have a capital loss on the disposition of his stock due to the effect 
of the corporation’s losses on the selling price. 

It is a harsh rule that the basis reduction for allowable losses be 
reflected first in the previously taxed income account, as the statute 
now requires. It would be fairer, though more complicated, to pro- 
vide that the preferred status of the previously taxed income account 
be unaffected by allowable losses until such losses equal the original 
basis of the stock.** The rule now contained in the law is merely one 
more deterrent to leaving income with the corporation. 

Of course, the amendment here suggested would not be necessary 
if the change previously discussed “ were carried out. It was there 
proposed that all previously taxed income in the aggregate be 
treated as a privileged account at the corporate level available for 
subsequent tax-free distribution during the election period. 


D. Caprrat Garin Pass-THrovues In OPERATION 


Long-term capital gain of an S corporation, unlike other income, 
preserves its character, whether distributed to the shareholder by 
way of dividend or attributed to such shareholder as undistributed 
taxable income.® If the gain is not distributed, it is added to the tax- 
payer’s previously taxed income account and may be paid out tax- 
free in a subsequent electing year, provided there has been no break 
in the continuity of election. The Damoclean threat of disqualifica- 
tion may make it imperative that the gain be, in fact, distributed in 
the year realized. Getting the gain element of sale proceeds into the 


64 It is immaterial whether the loss year has preceded or followed the first profit year. 
Thus, if in the example the $15,000 loss occurred in 1959 and the $25,000 profit in 1960, the 
1961 distribution would still be taxable to the extent of $15,000. 

65 I.R.C. § 1376(b) (1) (1954). 

66 Perhaps the reduction in the previously taxed income account should not occur until 
the cost basis of loans has also been eliminated. 

67 See discussion pp. 471-472 supra. 

68 T.R.C. § 1375(a) (1) (1954). 
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shareholder’s hands at the cost of a single capital gains tax cannot, 
in the normal case, be separated from the problem of getting other 
income to the shareholder at a single ordinary income tax. If there 
are accumulated earnings and profits, any distribution in a non-elect- 
ing year will give rise to ordinary income tax, regardless of any 
effort to categorize the distribution as one of previously taxed in- 
come. 

Cash shortage for distribution. Where, because of the existence of 
accumulated earnings and profits, it is prudent to distribute income, 
including capital gain, before year-end, special problems are pre- 
sented due to the absence of accurate information on the year’s exact 
earnings and possible lack of ready cash. As to the first, it will place 
a premium on the omniscient certified public accountant.” As to the 
second, the cash shortage may be due to working capital require- 
ments or to the fact that a purchaser is paying in installments. Only 
‘‘money’’ distributions are deducted from an S company’s taxable 
income in arriving at its undistributed taxable income to be taxed to 
the year-end shareholders. Thus, distributions in the form of notes, 
securities, or other property are taxable dividends to the sharehold- 
ers but do not reduce undistributed taxable income. If an S corpora- 
tion having accumulated earnings and a net income of $100,000 dis- 
tributes only a property dividend of $25,000 in the taxable year, the 
shareholders will be taxed on $125,000. The $25,000 is, in effect, a 
distribution out of accumulated earnings and profits. 

Most large transactions involve receipt of the purchaser’s obli- 
gations or other property as well as cash in payment of the sales 
price. In many instances, the terms of purchase are shaped to give 
the seller installment sale treatment so that recognition of gain will 
be coincident with receipt of cash sufficient to pay the tax on the gain. 
Where an S corporation is involved, however, deferment of recog- 
nition of gain is ordinarily not desirable. The pass-through to the 
stockholders is best accomplished while the iron is hot ; deferment of 
gain may result in recognition in a non-election year with the tra- 
ditional double tax impact in order to pass the gain out to share- 
holders. Moreover, even where there are no accumulated earnings 
and profits, the previously taxed income from an electing year can- 


69 A wrong guess that results in too great a distribution will cause the excess to be treated 
as a dividend. If the distribution is too small, the capital gain may be locked in. In this and 
other situations the S corporation’s accountant will need eyes as sharp as Alice’s: 

“ ‘T see nobody on the road,’ said Alice. 

‘I only wish J had such eyes,’ the King remarked in a fretful tone. ‘To be able to 
see nobody ! And at that distance too! Why, it’s as much as J can do to see real people, 
by this light!’ ” ‘ 

CARROLL, op. cit. supra note 4, at 105. 











480 TAX LAW REVIEW [Vol. 14: 


not be extracted from the corporation in a non-electing year until 
all current earnings have first been distributed. Of course, the cur- 
rent income is subjected to both corporate and shareholder tax under 
such circumstances. 

The cash shortage problem which may be encountered in passing 
through capital gain in fact, as well as in Subchapter S tax theory, 
will generally be met by corporate borrowing. Direct shareholder 
loans are of doubtful efficacy where the loan proceeds are imme- 
diately returned to the lenders in the guise of distributions of cur- 
rent income, including capital gain. A ‘‘sham’’ attack by the Com- 
missioner on the ‘‘loans’’ would have considerable persuasiveness. 
Bank loans by the corporation guaranteed by the shareholders indi- 
vidually would be a substantial improvement though still vulnerable. 
In Putnam v. Commissioner ™ the Supreme Court examined the 
status of a shareholder-guarantor and indicated by dictum that the 
guarantee was tantamount to a direct loan by the shareholder to his 
corporation. Borrowing from non-shareholder sources on the corpo- 
ration’s own credit, including the installment obligations, is clearly 
the safest course. The loan proceeds may be utilized to distribute to 
the shareholders the gain element of the sale transaction. In subse- 
quent years the proceeds of the buyer’s installment obligations can 
be directed to extinguishment of the loan liability. 

Section 1231 gains and losses; capital losses. There are two other 
aspects of the capital gain situation, one favorable to Subchapter S 
status, one unfavorable, which merit special mention. First, it is to 
be observed that long-term gain on sale by the corporation of a sec- 
tion 1231 asset ™ passes through to the shareholders as long-term 
capital gain and need not be netted against the shareholder’s own 
losses on section 1231 assets. Obviously, a taxpayer enjoying a long- 
term capital gain and an ordinary loss is in a stronger position than 
a stockholder who must first net gains and losses. 

The second point is that capital losses do not pass through to an S 
shareholder. The existence of either capital losses or capital loss 
carryovers from prior years may actually prove a handicap to 
shareholders of an S corporation. Where long-term gain is realized, 
the loss carryover will reduce the net gain passing through to the 
shareholders. The corporation is thereby restricted in its efforts to 
pass the profit from the transaction, in cash, to the shareholders at 
capital gains rates."? Unfortunately, the available losses or loss 

70 352 U.S. 82 (1956). 
71 Depreciable property and real property used in trade or business. 


72 Example: (1) a corporation with large accumulated earnings has $25,000 ordinary 
income and $100,000 long-term capital gain in an electing year. It distributes $125,000 to 
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carryovers cannot be disowned. If they could, the shareholders would 
happily pay additional capital gains tax in order to take down more 
cash. 

Trapping capital gains. The overriding policy basis for Subchap- 
ter S being facilitation of small business development, it is apparent 
that Congress did not contemplate utilization of Subchapter S by 
large corporations to ‘‘trap’’ capital gain through ‘‘one shot’’ elec- 
tions. 

Unlike section 1244, Subchapter S imposes no limitation as to cap- 
italization or net worth. The likelihood of election in the case of a 
large profitable enterprise was deemed remote due to shareholder 
allergy to ordinary income. Immediately after the passage of Sub- 
chapter S, it became apparent that the Regulation permitting cor- 
porations meeting certain requirements to change fiscal years would 
make possible the trapping of long-term capital gain in a one month 
fiscal year. Thereby the problem of taxation of any substantial 
amount of ordinary income at high individual rates would be 
avoided. This happy contemplation of tax advisers was brought to 
an abrupt halt by an amendment to the Regulation.** However, there 
still remains the lucrative possibility of entrapment of a large cap- 
ital gain in one year by a corporation otherwise disinterested in Sub- 
chapter S. 

Assume that corporation X has accumulated $500,000 cash, of 
which it needs only $100,000. It has an asset, either a capital or sec- 
tion 1231 asset, with a basis of $50,000 and market value of $350,000. 
It requires this asset in its business, but it sells it to a stranger on 
terms of $50,000 down and $100,000 a year for three years. It eschews 
the installment sale election and distributes the capital gain of $300,- 
000 to its stockholders in cash, said stockholders paying a tax not ex- 
ceeding $75,000. X corporation meanwhile acquires a substantially 
similar asset from another stranger for $350,000, payable in some 
flexible fashion. The result is that X has distributed $300,000 to its 
shareholders and has an asset with a cost basis of $350,000 instead of 
a similar asset with a cost basis of only $50,000. The only tax in- 
curred is the capital gains tax at shareholder level. The transaction 
does not seem open to serious question. It is certainly not a ‘‘sham”’ 


the shareholders who return $100,000 as long-term capital gain and $25,000 as ordinary in- 
come; (2) a corporation has the same income as in (1), except that it has a $50,000 capital 
loss or capital loss carry-forward. Thus, the corporation has a net long-term capital gain of 
only $50,000. If it distributes $125,000 to the shareholders they will be taxable on $50,000 
as long-term capital gain and $75,000 ordinary income. 

73 Reg. Sec. 1.442-1(e)(1) (1957) has been amended to bar change without the Com- 
missioner ’s permission by an S corporation during the short period. 
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where those dealing with X are strangers to X, and there is no ex- 
change of like kind assets under section 1031." 

Of course, the extraction of the gain on a sale at a single share- 
holder capital gains tax requires coincidental realization of ordi- 
nary income by the shareholders, whether by way of dividends or 
under the undistributed taxable income concept. This factor may be 
a deterrent in some cases, but the corporation may well be sufficiently 
flexible to keep income for the election year to a minimum figure.” 

In the example the asset disposed of was immediately replaced 
with a comparable asset. The illustration is a vivid one, but normally 
replacement is not needed. In the absence of an S election, an un- 
needed but appreciated asset or group of assets (even including an 
entire business) may be converted to shareholder cash in hand at a 
single capital gains tax only by way of a twelve-month complete 
liquidation or a partial liquidation. Subchapter S affords a nice al- 
ternative to the rather strict rules of section 346 governing partial 
liquidations, especially the corporate contraction and two business 
requirements. 

Use of spin-off; sale and leaseback. The objective of bailing out 
accumulated earnings via the capital gain pass-through without con- 
current dividend treatment of too much ordinary income may be ad- 
vanced in some instances by a preliminary spin-off which separates 
a low earning and high earning business. It is reasonably clear that 
where the two active businesses and the five-year tests of section 
355 and the overriding business purpose requirements are met, it is 
permissible to elect under Subchapter S as to the spun-off corpora- 
tion without making a similar election as to the original corporation 
or vice versa. If the spun-off corporation is operating at a low profit 
or loss level and an appreciated asset is in the picture, an attractive 
bailout via Subchapter S may be effected. Due regard must be given 
to the requirement for a tax-free spin-off that the transaction not be 
used principally as a device for the distribution of earnings and 
profits. This would probably bar the spinning-off to the new corpora- 


74 But cf. W. D. Haden Co. v. Comm’r, 165 F.2d 588 (5th Cir. 1948). 

75 The tax adviser may prove his genius if he can locate a corporate client with these four 
features: (1) amenability to the technical requirements of Subchapter S; (2) substantial 
accumulated earnings and profits in cash or assets quickly convertible to cash; (3) possessed 
of a greatly appreciated section 1231 or capital asset, and (4) a predictable low-income or 
loss year. Unfortunately, the tax adviser is prone to be like Carroll’s Bread-and-butter-fly 
which, according to Gnat, lives on ‘‘ weak tea with cream in it.’’ 

“A new difficulty came into Alice’s head. ‘Supposing it couldn’t find any? she 
suggested. 
‘Then it would die, of course.’ 
‘But that must happen very often,’ Alice remarked thoughtfully. 
‘It always happens,’ said the Gnat.” 
CaRROLL, op. cit. supra note 4, at 45. 
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tion of an appreciated asset which was not part of the spun-off busi- 
ness, followed by a sale of that asset. 

Another inviting bailout possibility is the sale and leaseback of 
appreciated property. Normally, a sale and leaseback is used to ob- 
tain working capital for the corporation while substituting a rental 
deduction for a depreciation deduction. Here it is contemplated that 
the gain element of the sale will be distributed directly, to the share- 
holders.”® 

Collapsibles. As enacted, the capital gain pass-through of Sub- 
chapter S may be utilized to avoid collapsibility, but only in a very 
limited area. The collapsible corporation section ™ of the Code as 
first enacted in 1950 sought to prevent the use of temporary corpo- 
rations as a means of converting anticipated corporate ordinary in- 
come into shareholder long-term capital gain through corporate 
liquidation prior to realization of the income. The remedy adopted 
was to tax the gain on sale or exchange of stock of a collapsible cor- 
poration, or upon liquidation or other distribution as ordinary in- 
come to the shareholder. 

Under the 1954 Code this treatment was extended to prevent 
liquidation of a collapsible corporation prior to realization of gain 
on the sale of unrealized receivables and section 1231(b) assets (de- 
preciable property and real estate used in the trade or business).”® 
This change was apparently designed to close a ‘‘loophole’’ under 
which taxpayers transformed assets which would be ordinary in 
their hands to capital assets in corporate hands. In the process, how- 
ever, it opened the way to charging a shareholder with ordinary in- 
come in some situations where, had the shareholder realized the in- 
come without the intervention of a corporation, he would have had 
long-term capital gain. 

It is only in connection with section 1231(b) assets that an election 
under Subchapter S will permit taxation of the gain on sale as cap- 
ital gain to the shareholders even though all of the formal character- 
istics of collapsibility exist. The classic example is the case of a cor- 
poration which builds a shopping center or apartment building and 
holds it as rental property for six months before selling it. Regard- 
less of whether the corporation’s shareholders are themselves deal- 


76 Lest these possibilities be deemed too good to be true, consider the White Queen’s com- 
ment on Alice’s lack of belief in impossible things: 
“ I daresay you haven’t had much practice,’ said the Queen. ‘When I was your age, 
I always did it for half-an-hour a day. Why, sometimes I’ve believed as many as six 
impossible things before breakfast.’ ” 
CARROLL, Op. cit. supra note 4, at 76. 
77 I.R.C. § 341 (1954). 
78 I.R.C. § 341(b) (3) (C) and (D) (1954). 
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ers, the gain on the sale may be funnelled directly to the shareholders 
at a single capital gains tax via the S election. 

The extent to which Subchapter S will be available for this pur- 
pose is speculative in view of the possibility that remedial legislation 
will be forthcoming at an early date. In the 1958 Act Congress passed 
a tremendously complicated provision * providing relief from some 
of the extreme consequences of section 341. This section, however, 
kept the relief within certain specific limitations. It surely did not 
intend the result that Subchapter S affords, which is freedom to dis- 
pose of all section 1231(b) assets at one capital gains tax. This lack 
of coordination between the two sections has created mild consterna- 
tion. 

On the other hand, the policy of section 341(b)(3)(D) has been 
under attack from its inception. Perhaps Subchapter S serves to 
point this up, and the result may well be careful, renewed study of 
the over-all problem instead of a hasty attempt to revise Subchapter 
S to bring it in line with the 1958 amendments to section 341. 

Proposed Regulations restricting capital gain pass-through. In 
an attempt to curb bailout possibilities under Subchapter S and pre- 
vent any inconsistency between it and the collapsible sections, the 
Treasury has proposed two Regulations which go far beyond either 
the statutory language of Subchapter S or the Committee Reports. 
Section 1.1372-1 provides that Subchapter S shall be unavailable to 
a corporation which has adopted a plan or is in the process of com- 
plete or partial liquidation or ‘‘if it contemplates such liquidation 
or the adoption of a plan of such liquidation in the near future.’’ 
Section 1.1375-1(d) states that although the character of an asset, 
whether capital or ordinary, of an S corporation will normally be 
determined at the corporate level, an asset will not be considered 
capital if the corporation is availed of by shareholders owning a 
substantial portion of the stock for the purpose of selling property 
which would not be capital in character in the hands of such share- 
holders. In determining the character of the asset in the share- 
holders’ hands, the activities of other S corporations of the share- 
holders shall be taken into consideration. 

These particular Proposed Regulations constitute a strenuous 
effort to head off uses of Subchapter S which neither the Treasury 
nor Congress foresaw at the time of enactment. In view of the ab- 
sence of statutory authority, their validity is highly questionable. 
Legislation by regulation has seldom been favored by the courts. 
Even if these Proposed Regulations did nothing but close the loop- 


79 I.R.C. § 341(e) (1954). 
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holes already described, it seems clear that the Treasury is attempt- 
ing to usurp the functions of Congress. Actually, however, the Pro- 
posed Regulations go farther than this. Were they finalized, normal 
as well as bailout capital gain distributions would be open to possible 
serious attack by the Commissioner. The consequences of disqual- 
ification, including the double tax on distributions, are such as to 
deter running any risk under the Proposed Regulation except by 
taxpayers willing to contest the Regulation in court. Certainly the 
partial liquidations envisaged by the Regulations are far broader 
than those covered by section 346 of the Code. Regulations of such 
vagueness are seldom warranted and in the present case cannot be 
sustained on a basis of authority or expediency. 


E. PreservATION OF ELECTION 


The importance of continuity in Subchapter S status has been 
amply demonstrated where previously taxed income accounts and 
accumulated earnings and profits exist side by side. Moreover, the 
distinctive rules with respect to taxation of current income and pass- 
through of losses create unique hazards for both transferor and 
transferee. It follows that a skillfully wrought buy-sell or restrictive 
stock agreement is a necessity. Among the various provisions to be 
considered in connection with such an agreement would be the fol- 
lowing: 

1. First refusal rights running to other shareholders and/or the 
corporation in the event of transfer for value; 

2. Purchase option at stated price or formula price running to 
other shareholders and/or the corporation in the event of donative 
transfers and in the event of the death of a shareholder ; 

3. Restriction against transfer to anyone other than a solitary in- 
dividual, together with restriction against transfer of less than all 
the transferor’s stock; 

4. Same restriction set forth in the preceding paragraph covering 
testamentary transfers ; 

5. Restriction whereby any transferee, including a decedent share- 
holder’s personal representatives, must file consent to election 
within the period prescribed by the Regulations if called upon to do 
so by stockholders owning more than a certain percentage, perhaps 
50 per cent, of the stock; *° 

80 In the event the 50 per cent shareholders do not call for the transferee’s consent and 


his consent is not given, it is probable that the termination of election is involuntary and 
therefore effective for the current year. 
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6. Restriction (not limited to stock transfers) whereby any share- 
holder is obligated to consent to election if shareholders owning a 
certain per cent, perhaps 80 per cent, of the stock agree on election ; 

7. Restriction (not limited to stock transfers) whereby any share- 
holder is obligated to join in revocation of election if shareholders 
owning a certain per cent of the stock agree on revocation ; ** 

8. Restriction whereby shares are burdened with prior preferen- 
tial dividends ; *” 

9. Restriction against transfer of stock without consent of other 
shareholders.** 

Restrictions of the foregoing variety must be weighed in the light 
of common law and local rules governing restraints on alienation. 
Although the courts do not view with favor restraints on transfer, 
they recognize that where people associate together for business pur- 
poses, whatever the business form, it is often to their advantage to 
provide for ownership continuity through restrictive agreements. 
This is a trend away from the courts’ earlier rigid attitude toward 
restraints as epitomized in White v. Ryan.** There the court cited an 
old textbook which said: 

‘“The law is, that any contract by which the owner of corporate stock de- 


prives himself of any of the important rights which accrue from such owner- 
ship is void:’’ Greenhold on Publie Policy, 502. 


Restrictions on alienability of shares of stock may be achieved in 
various ways: by limitations in the.articles or certificate of incorpo- 
ration, by provisions in by-laws, and by contracts between the share- 
holders. Some courts have held that unless the restriction appeared 
in the articles of incorporation it would not be enforced even though 
it was incorporated in a by-law.** A number of states have provisions 
in their corporation codes to the effect that shares of stock may be 
issued with such designations, preferences, qualifications, privileges, 
limitations, etc., as may appear in the articles of incorporation. Few, 
however, have held that restrictions may not be validly imposed by 
contract as well. 


81 Voluntary revocation requires consent of all shareholders. I.R.C. § 1372(e) (2) (1954). 
82 See note 31 supra. 
88 The combination of the nine restrictions is reminiscent of the White Knight’s caution: 


“*You see,’ he went on after a pause, ‘it’s as well to be provided for everything. 
That’s the reason the horse has all those anklets round his feet.’ 


‘But what are they for? Alice asked in a tone of great curiosity. 
‘To guard against the bites of sharks,’ the Knight replied. ‘It’s an invention of 
my own.’ ” 


CARROLL, op. cit. supra note 4, at 123. 

8415 Pa. County Ct. 170 (1894). 

85 Sorrick v. The Consolidated Telephone Co. of Springport, 340 Mich. 463, 65 N.W.2d 
713 (1954) ; ef. Bechtold v. Coleman Realty Co., 367 Pa. 208, 79 A.2d 661 (1951). 
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There may be other relevant statutory provisions. For example, 
the Uniform Commercial Code as enacted in Pennsylvania * pro- 
vides : 


A restriction on transfer imposed by the issuer even though otherwise law- 
ful is ineffective unless noted conspicuously on the security. 


This, of course, pertains only to restrictions imposed by the issuer, 
but it is a common practice generally to indicate restrictions on the 
face of the security. 

A unifying thread in the cases allowing various restraints on the 
alienability of stock is that of a valid business purpose.* A typical 
situation justifying restrictions on alienability is a closely-held cor- 
poration where all the stockholders are active in its management and 
unselective ownership might be damaging to corporate business in- 
terests.** Another common situation is one in which it is important 
that the holders of stock be financially reliable, as, for example, in 
banks or trust companies.*® Courts have recognized too that stock- 
holders are entitled to prevent transfer of stock to actual or potential 
unfriendly interests.” 

From the foregoing it would appear that validity of restrictions 
with respect to an S corporation’s stock must be gauged in terms of 
corporate business purpose. The commonly created right of the sur- 
viving or other parties to purchase upon the death of a party or in the 
event of a contemplated inter vivos transfer by such party has been 
almost invariably upheld by the courts where need for management 
continuity or other business purpose is shown. The further right of 
surviving parties to designate who shall be able to purchase the 
shares at a stated or formula price upon the death of a party or con- 
templated transfer has been sustained.” Similarly, limitations have 
been sustained where sales may be made only to a limited group of 
persons, even though those persons are not presently stockholders.” 

Restrictions against a shareholder divesting himself of less than 
all of his stock, whether or not limited in time, have been held un- 


86 Pa. Stat. ANN. tit. 12A, § 8-204 (1954). 

87 Greene v. E. H. Rollins & Sons, Inc. 22 Del.Ch. 394, 2 A.2d 249 (1938). 

88 Monotype Composition Co., Inc. v. Kiernan, 319 Mass. 456, 66 N.E.2d 565 (1946). 

89 Searles v. Bar Harbor Banking & Trust Co., 128 Me. 34, 145 Atl. 391 (1929) ; Boston 
Safe Deposit & Trust Co. v. North Attleborough Chapter of American Red Cross, 330 Mass. 
114, 111 N.E.2d 447 (1953). 

90 Boswell v. Buhl, 213 Pa. 450, 63 Atl. 56 (1906) ; Palmer v. Chamberlin, 191 F.2d 532 
(5th Cir. 1951). 

91 Palmer v. Chamberlin, supra note 90. 

92 In re Garvin’s Estate, 335 Pa. 542, 6 A.2d 796 (1939) ; Bechtold v. Coleman Realty 
Co., supra note 85. 
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reasonable or have been condemned in cases permitting lesser re- 
strictions.** A restriction whereby a shareholder could transfer only 
to an individual and then not less than all his stock would be espe- 
cially useful in some S corporations where the other shareholders 
do not waut more stock and do not wish to use corporate funds but 
do wish to preserve the ten shareholder status. Unless an overriding 
business purpose of the corporation can be shown in restricting the 
transfer of the stock in this manner, it is probable that the restriction 
would not be upheld. However, unenforcibility against a transferee 
would not affect rights of other shareholders against the transferor 
for breach of contract. 

Restrictions as to the price which may be obtained for the stock, 
tax considerations aside, do not ordinarily present enforcement 
problems. There have been intimations in some cases that specific 
performance of the restriction might not be permitted where the 
price under the valuation formula of the agreement is below the 
stock’s true worth.** However, where the value has been clearly pro- 
vided for in the agreement and the parties thereto are competent, 
the problem is not a substantial one.” 

Based on the rationale of the foregoing authorities, most of the 
nine restrictive provisions described at the outset would withstand 
attack. The restriction against transfer of less than all of the trans- 
feror’s stock (‘‘3’’) and the flat restriction against transfer of stock 
without the consent of the other shareholders (‘‘9’’) might well be 
held invalid restraints on alienation if the question were litigated. 
The status of the restriction whereby any shareholder is obligated 
to consent to election if shareholders owning a certain per cent, per- 
haps 80 per cent, of the stock agree on the election (‘‘6’’) and of the 
restriction whereby any shareholder is obligated to join in revoca- 
tion of election if shareholders owning a certain per cent of the stock 
agree on revocation (‘‘7’’) may also be open to question. These re- 
strictions tend to deprive the minority shareholders of rights they 
would have under the Code to refuse consent to election or refuse 
consent to revocation. The safer method of handling the problem 
would be through exercise of an option to purchase in the event a 
shareholder declined to consent to election or to join in revocation. 


93 Tracey v. Franklin, 30 Del.Ch. 407, 61 A.2d 780 (1948) ; White v. Ryan, 15 Pa. County 
Ct. 170 (1894) ; see Searles v. Bar Harbor Banking & Trust Co., supra note 89; Garrett v. 
Philadelphia Lawn Mower Co., 39 Pa.Super. 78 (1909). 

*4 Palmer v. Chamberlin, supra note 90. 

%5 The First National Bank of Montclair v. Coldwell, 286 App. Div. 1079, 145 N.Y.8.2d 
674 (1955). 
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In view of the special problems of qualification and complexities 
of operation under Subchapter S, it may be that even the restriction 
against transfer to anyone other than a solitary individual and then 
no less than all of the stock (‘‘3’’) has a business purpose. The con- 
cept of corporate income being taxed directly to shareholders tends 
to break down the conventional division between shareholder pur- 
pose and corporate purpose. It would appear that provisions in- 
tended to assure continuation of status as an S corporation are sus- 
tainable as having a business purpose. 

Irrespective of the validity of various restrictions on transfer, 
their worth must be assessed from a business and investment stand- 
point. It would not be wise, ordinarily, to cireumscribe the share- 
holders’ rights without providing for a market and price for the 
stock. The usual method is for the corporation to agree to purchase 
the stock at a prescribed valuation or under a valuation formula, at 
least in the case of a shareholder’s death. 

This points up the fact that shareholders who envisage permanent 
election must consider the necessity of an involved, and in many 
ways undesirable, stock restriction agreement. When drawn for all 
possible protection, it becomes something of a monstrosity. Even 
then, it will still not protect against all the dismal consequences of 
miscalculation or mishap.” This, then, is a serious factor in making 
the basic decision of election or non-election and might frequently be 
decisive. 


II. Section 1244 


Briefly, section 1244 allows an individual, within certain limits,” 
to deduct as an ordinary * rather than a capital loss any loss on sec- 
tion 1244 stock *® which must, among other requirements, be stock in 
a ‘*‘Small Business Corporation.’’ *°° The loss is allowed only on sale, 
liquidation, or worthlessness of stock. 

A preliminary comparison of Subchapter S with section 1244 will 
help in the understanding of the function of the latter. Subchapter S 
has obvious and important advantages over section 1244. One of 


9¢ 6“ ‘If seven maids with seven mops 
Swept if for half a year. 
Do you suppose,’ the Walrus said, 
‘That they could get it clear? 
‘I doubt it,’ said the Carpenter, 
And shed a bitter tear.” 
CARROLL, op. cit. supra note 4, at 57. 
97 I.R.C. §§ 1244(b) and (d) (1954). 
98 L.R.C. § 1244(a) (1954). 
99 T.R.C. § 1244(¢) (1) (1954). 
100 T.R.C. § 1244(¢) (2) (1954). 
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these is that it applies to large, closely-held businesses as well as 
small businesses. In addition, in the area of the small business, Sub- 
chapter S eliminates the double tax, allows removal of capital gains, 
and, probably most important, allows unlimited losses to be taken 
as they are incurred to the extent of basis in both stock and notes. 
Section 1244 does none of these things. Under that section a corpora- 
tion is still a corporation for all purposes; thus, there is no benefit 
available for the prosperous corporation that was not heretofore 
available. Section 1244 aims only at more liberal provisions for 
stockholder losses and allows them, as under old law, only when 
realized. 

Why, then, be concerned with section 1244 when Subchapter S is 
available? The answer falls into two broad categories: many corpo- 
rations, for non-tax reasons, will be so established that they cannot 
qualify under Subchapter S; and many will prefer not to. 

In the first category will fall the cases in which eleven or more 
shareholders are desired, or a foreigner, corporation, or trust is 
putting up some of the money, or preferred stock is vital to the 
capitalization scheme, or the passive income of the business is too 
great to meet the rigid Subchapter S requirements. 

The second category must be subdivided. We have already indi- 
cated that the permanent election is not the only important facet of 
Subchapter S. The true area of comparison is the case of the just- 
starting business which anticipates early losses but substantial 
later profits and thus intends to elect for one, two, or three years. 
Assuming the business can qualify under both provisions, it nor- 
mally should do so, allowing the shareholders to take their losses 
immediately under the Subchapter S election. However, there is 
frequently encountered the case of the impecunious inventor and the 
angel. The impecunious inventor is not interested in immediate 
losses to balance against, and perhaps outweigh, his low-bracket in- 
come. It is better for him to have them remain corporate net operat- 
ing losses, to be utilized in the later prosperous years at 52 per cent. 
The angel would prefer to take the losses currently but does not 
mind their being used at 52 per cent. If they are not so used, he knows 
that eventually the loss will be treated as ordinary loss to him. Sec- 
tion 1244 will probably fill the bill. 

There is also the case of the risky election. A dual qualified cor- 
poration elects under Subchapter S for its first year, and its stock- 
holders take their substantial losses. At the start of the second year, 
the weather still looks bad, but there is a bit of blue sky. Before the 
end of the year, there might be a pot of gold at the end of the rain- 
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bow, emptying tax-wise into individual 80 per cent bracket pockets— 
a mixed blessing. The conservative course in this case is to revoke 
the election, with section 1244 as a safety valve in the event the cor- 
ner is never turned. *' Alternatively, Subchapter S may still be used 
if the shareholders are willing to attempt a disqualifying transfer 
late in the year. 

The final advantage of section 1244 over Subchapter S is more real 
than theoretical. The only hazard from failure to qualify is that the 
shareholders, on an eventual loss, will receive capital rather than 
ordinary treatment. This is unfortunate, but not a major tragedy— 
it simply places the shareholders where they were before section 
1244 was passed. A mix-up under Subchapter S, however, may have 
the disastrous results previously described. It is very well to say 
that the well-advised taxpayer will not get mixed up under Subchap- 
ter S, but many taxpayers are not well-advised, and there are likely 
to be some bad mornings after a too casual decision to elect. 

From all that has been said and written concerning loss, it would 
appear that Congress is attempting to interest wealthy taxpayers in 
losing their shirts in a relatively inexpensive way—a defeatist atti- 
tude in what is generally thought to be a still growing economy. To 
rebut this requires only that this section be read in connection with 
the long-term capital gains provisions. Under these provisions, pre- 
ferred treatment is already given the risk investor who wins, but 
prior to 1958 the odds were poor. By the simple device of allowing 
an ordinary loss where before there existed only the strictly limited 
capital loss, Congress has drastically altered the odds on the small 
risk investment. A simple illustration will demonstrate this. 

In 1954 an 80 per cent bracket (married) taxpayer invests $50,000 
in each of corporations A and B. In 1956 he sells the stock in A for 
$100,000 ; in 1957 the stock in B becomes worthless. Unless he has net 
capital gains prior to 1963, he will net, after taxes, $92,300 on the 
two investments.’ In 1960 the same taxpayer (still married) in- 
vests $50,000 in stock of corporation C and $50,000 in stock of cor- 
poration D, both qualified under what is now section 1244. In 1963 
he sells the stock in C for $100,000; in the same year or in 1964 the 
stock of D becomes worthless. He nets, after taxes, $127,500 on the 


101 The converse situation is one in which there are only a few investors in a section 1244 
corporation, and their individual investments are too great to allow full loss deduction. By 
election for a year or more, they may take foreseeable early losses and reduce their basis to 
the point covered by section 1244, 

102 On sale of the stock in A, the taxpayer pays capital gains tax of $12,500 and nets 
$87,500. On the worthlessness of the stock in B, he utilizes only $1,000 per year of loss for 
six years, a total tax benefit of $4,800, 
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two ventures.’” To put it another way, the odds against this investor 
were 90.4 to 75; now the odds appear to be 75 to 20 in his favor.™™ 


A. Type or CorpPoraTION 


The tax laws of 1958 provide three different definitions of busi- 
ness ; one under Subchapter S, one under section 1244, and one under 
the Small Business Investment Act. To keep taxpayers and their 
advisers on their collective toes, Congress has carefully avoided 
duplication of definition. 

Under section 1244 a small business has a prescribed size limit. 
In the first place, the offering under the plan, plus everything re- 
ceived after June 30, 1958 for stock, capital contribution, and paid-in 
surplus, cannot exceed $500,000." Secondly, the equity capital of 
the corporation, including the offering, cannot exceed $1,000,000. 
There might indeed be a question as to how small a $1,000,000 cor- 
poration is, but at least it is not General Motors. 

Perhaps this ‘‘small’’ corporation, with a little effort, can be con- 
siderably expanded. In the first place, the limitations are all as of 
the date of adoption of the plan. There appears to be nothing to pre- 
vent a large business from incorporating in two steps: first, a quali- 
fied offering of $500,000, subscribed by the shareholders; second, a 
later, larger offering of as much as needed. True, the stock issued 
under the second offering would not qualify, but half a loaf is better 
than none. Later disqualification by way of additional equity, either 
earned surplus or capital (including capital contributions), does not 
disqualify the original stock. 

Of course, there is the familiar step-transaction rule under which 
the Commissioner might telescope the transaction. To avoid this, the 
offerings should not tumble over each other. In addition, there is a 
possibility of the Commissioner arguing that a corporation obvi- 


103 On sale of the stock in C, the taxpayer pays capital gains tax of $12,500 and nets 
$87,500. On the worthlessness of the stock in D, he receives a tax benefit of $40,000. 

104 On the $100,000 investment under old law, if each corporation doubles in value, the 
taxpayer will make a profit of $75,000; if each becomes worthless, he will lose $90,400. 
Under section 1244, the net on the profitable investment is the same; the after-tax loss would 
be only $20,000. Of course, these odds serve only as a guide. They are far from constant. 
Certainly corporate stock may more than double in value, which possibility makes the odds 
more attractive. On the other hand, the 80 per cent bracket will be reduced by the applica- 
tion of the loss, resulting in an average lower realization bracket, which makes the odds less 
attractive. The relationship of the odds will vary with the bracket of the taxpayer, the per- 
centage of potential appreciation assumed, and presence of other capital gains or losses. 
This example simply indicates the substantially improved position of the taxpayer. 

105 I.R.C. § 1244(¢) (2) (A) (1954). For this purpose, offerings of a predecessor corpora- 
tion in an F reorganization are included. I.R.C. § 1244(d) (2) (1954). 

106 T.R.C. § 1244(¢) (2) (B) (1954). 
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ously in need of original capital of more than $500,000 (perhaps 
proved by documents) could not have its first offer treated in a 
vacuum, irrespective of the care with which the transaction was 
handled from a time standpoint. However, the wording of the statute 
is clear enough—‘‘if at the time of the adoption of the plan’’—so 
that the taxpayer should be entitled to a literal interpretation.’” 

With respect to the offering limitation of $500,000, a new cor- 
poration may easily double this by a thin capitalization in which 
each stockholder puts up one loan dollar for every equity dollar. 
Although the Commissioner and the courts view thin capitaliza- 
tion with a jaundiced eye, a one-to-one ratio has seldom, if ever, 
been attacked, much less upset. In addition, the rule of inclusio unius, 
exclusio alterius, should apply here. In section 1244 (c) (2) (B) share- 
holder loans are specifically treated as the equivalent of capital; 
this gives eloquence to the failure to force such treatment in section 
1244(¢c)(2)(A). Once again, the additional money (loan money in 
this case) would not be protected tax-wise, but a business which 
needs $1,000,000 of equity capital may get it this way with half the 
investment qualified. 

Perhaps with the assistance of a bank more than this can be accom- 
plished. Certainly, if the corporate credit is good enough, a bank loan 
on top of the remaining capitalization will not affect the validity of 
the offering. In a situation like this, however, a bank normally will 
insist on stockholder endorsement. Considered strictly from the 
standpoint of the size of the offering, this may or may not succeed. 
Analogy should be found in the thin capitalization cases but, sur- 
prisingly enough, no attack appears to have been leveled by the 
Commissioner in this area.’ 


107 Like the White King: 
“*There’s nothing like eating hay when you're faint,’ he remarked to her, as he 
munched away. 
‘I should think throwing cold water over you would be better,’ Alice suggested : 
‘or some salvolatile.’ 
‘I didn’t say there was nothing better, the King replied. ‘I said there was nothing 


like it.’ 
Which Alice did not venture to deny.” 
CARROLL, op. cit. supra note 4, at 107. 

108 It is possible that the reason for the paucity of authority on this point is the difficulty 
of focusing the attack. Nearly always a thin capitalization is placed under fire by denying 
the corporate deduction for interest paid the shareholder-noteholder. Sometimes the attack 
is on payment of the capital, which could be treated as a dividend or equity redemption sub- 
stantially equivalent to a dividend. If a bank is the creditor, an additional step must be 
taken by the Commissioner, as the corporation will point out that the interest has been paid 
to a bank and ask how in the world the Commissioner can deny that deduction. The answer 
would have to be that the shareholder, by endorsing the note, has placed himself in a dual 
position—creditor of the corporation and debtor to the bank. In effect, then, the interest is 
paid to the shareholder, who in turn pays it to the bank. If the capitalization were thin, the 
analysis would be that the ‘‘interest’’ paid by the corporation was a dividend to the share- 
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Before leaving section 1244(c)(2)(A), the rather exotic possi- 
bility of thick capitalization should be mentioned. There has never 
before been any temptation along this line, but now there may be. 
Suppose that new venture X requires $150,000. A, B, C, and D have 
agreed to invest $25,000 each in stock. Prior to section 1244, D, 
the moneyed man, would have lent the corporation the other $50,000 
and everyone, including the Commissioner, would have conceded the 
normality of the capitalization. Now D, anxious to secure his tax 
rights, might wish to cast this transaction wholly or partly as equity, 
with a peculiar type of non-voting common stock which nonetheless 
has certain extraordinary rights, but not quite enough (D’s lawyer 
hopes) to keep it from being common stock. Vive the thick capital- 
ization ! 1° 

The equity capital limitation of section 1244(c)(2)(B) is obvi- 
ously designed to prevent the large corporation from making a 
series of qualified small offerings. Actually, it is quite liberal in this 
respect. As already noted, the vital date is that of adoption of the 
plan. Later growth, even within the offering period, will not invali- 
date the offering. In addition, book value for tax purposes is the 
determining factor in arriving at the equity capital. A corporation 
may have property of high value but low adjusted basis ; the adjusted 
basis is the determining factor here. This property may even include 
subsidiaries whose own book value, as well as market value, is sub- 
stantially higher than its cost to the parent.’” It can be said that such 
a healthy corporation is not likely to go bankrupt, but it must be re- 
membered that the section applies to all losses, not just losses by vir- 
tue of worthlessness, and there is no provision requiring relation of 
the offering price per share either to par or book value. Thus, par 
might be $1 per share, book value $10, but the actual offering price, 
based upon market value of the underlying assets, $50 per share. 

Finally, there is again the thin capitalization possibility. Here, 
however, the direct loan by shareholders is specifically excluded by 
statute. The shareholder-endorsed bank loan is therefore even more 


holder, who receives an equivalent deduction for interest paid the bank. Thus, the bank pays 
tax on the interest, the shareholder is even, and the corporation loses its interest deduction. 
Lest this reasoning be thought too strained, the Supreme Court dictum in the Putnam case 
(352 U.S. 82 (1956) ), appears to support the conclusion and places in some jeopardy what 
had been thought by many to be a fairly simple escape-hatch to the thin capitalization 
doctrine. 

109 This assumes a certain amount of pessimism on D’s part. If the corporation prospers 
and he wants his $50,000 cut, the only avenue now open is stock redemption, on which a 
capital gains tax would have to be paid. 

110 In this situation, it might well be that the parent could make a qualified offering, even 
though the subsidiary could not. 
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dangerous than under section 1244(c)(2)(A),’" as Congressional 
intent in this area is manifest.’’* The conservative adviser will there- 
fore restrict the original capitalization to $500,000 of stock and 
$500,000 of shareholder or shareholder-endorsed loans. Of course, 
an unendorsed bank or other loan in excess of that amount can swell 
working capital without tax danger. { 

It appears, therefore, that there is a fair amount of stretch, in one 
way or another, in the ‘‘small’’ business corporation. Even with this 
stretch, it is doubtful that many corporations that qualify will be of 
such actual size that the Congressmen who voted for this bill will be 
shocked by what they have created. 

Passive come. In the subsection relating to stock '* is a pro- 
vision which bears on qualification of the corporation. Unlike the 
other corporate qualifications, the critical date here is not the date 
of the offering, but the date of the loss. Like Subchapter S, the re- 
striction is on passive income. The limit is 50 per cent of gross re- 
ceipts, unlike Subchapter S, in which the limit is 20 per cent. The 
rule is that for the five completed taxable years prior to the loss, 
more than 50 per cent of the corporation’s aggregate gross receipts 
must be from active sources. If the corporation has been in existence 
less than five taxable years, the taxable years of existence are deter- 
minative; if less than one taxable year, the period of existence is 
determinative. 

The definitions in section 1244 and Subchapter S are the same; 
both vary rather widely from the definition of personal holding com- 
pany income, though the title under the relevant subparagraph of 
Subchapter S is ‘‘Personal Holding Company Income.’’** Here 
and in Subchapter S the definition is ‘‘gross receipts from sources 
other than royalties, rents, dividends, interest, annuities, and sales 
or exchanges of stock or securities (gross receipts from such sales or 


111 See note 108 supra. 
112 Attempts to go too far in this area may prove as frustrating as Alice’s effort to reach 
the object she desired in the Sheep’s retail establishment: 


“|. . but the oddest part of it all was that, whenever she looked hard at any shelf, 
to make out exactly what it had on it, that particular shelf was always quite empty, 
though the others round it were crowded as full as they could hold. 

“ ‘Things flow about so here!’ she said at last in a plaintive tone, after she had spent 
a minute or so in vainly pursuing a large bright thing, that looked sometimes like a 
doll and sometimes like a work-box, and was always on the shelf next above the one 
she was looking at. ‘And this one is the most provoking of all—but I’ll tell you what—’ 
she added, as a sudden thought struck her. ‘I'll follow it up to the very top shelf of all. 
It’ll puzzle it to go through the ceiling, I expect!’ 

“But even this plan failed: the ‘thing’ went through the ceiling as quietly as pos- 
sible, as if it were quite used to it.” 

CARROLL, op. cit. supra note 4, at 79. 
113 T.R.C. § 1244(¢e) (1954). 


114 LLR.C, § 1372(e) (5) (1954). 
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exchanges being taken into account for purposes of this subpara- 
graph only to the extent of gains therefrom).’’ 

A gross receipts rather than gross income test is used, apparently, 
to give these corporations a break. Obviously, active gross receipts 
will far exceed active gross income in nearly all cases, as cost of 
goods sold will not be deducted. There is no real definition of gross 
receipts yet," but it is improbable that such items as money bor- 
rowed or repaid, which technically would appear to be gross re- 
ceipts, would be so construed for this purpose.’® 

The rent provision is all inclusive, unlike the personal holding 
company rule which allows rents if they exceed 50 per cent of gross 
income. On the other hand, personal service income, certain types of 
which constitute personal holding company income, is not included 
in the passive income definition of section 1244 and Subchapter S. 

Gross receipts include only gains where there is a gain from sale 
of stock or securities; the statute is silent as to treatment of losses. 
The question arises whether they should be netted against gains ; the 
Proposed Regulations under Subchapter S answer this in the nega- 
tive, in probable conflict with case law." 

The gains limitation in the definition of gross receipts does not 
apply to capital assets, other than stock or securities, or to section 
1231 assets. Thus, gross receipts may well be created prior to a loss 
realization in a shaky situation if the affected shareholder is in con- 
trol at the time. 

Finally, it should be noted that an over-all loss in the period in- 
volved gives the taxpayer relief from the passive income rule of 
section 1244(c), though not of Subchapter S. In determining loss for 
this purpose, net operating losses of prior or future periods, divi- 
dends received credits, and partially tax-exempt interest are ex- 
cluded as deductions. 


115 Proposed Reg. See. 1.1372-4(b) (5) (1959) under Subchapter S will probably be car- 
ried over to section 1244. See discussion and examples illustrating gross receipts test in Pro- 
posed Reg. See. 1.1372—4(b) (5) (ii). 

116 Even in tax law, there is danger in being too technical. The courts might be as annoyed 
as Alice: 

“ ‘How old did you say you were?’ 
Alice made a short calculation, and said ‘Seven years and six months.’ 
‘Wrong!’ Humpty Dumpty exclaimed triumphantly. ‘You never said a word like it!’ 
‘I thought you meant, ‘‘How old are you?” ’ Alice explained. 
‘If I meant that, I’d have said it,’ said Humpty Dumpty.” 
CARROLL, op. cit. supra note 4, at 90. 

117 Proposed Reg. Sec. 1.1372-4(b)(5) (viii); ef. Sicanoff Vegetable Oil Corp. v. 

Comm’r, 251 F.2d 764 (7th Cir. 1958). 
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B. Type or Stock 


Now that the corporation is qualified, care must be exercised to 
qualify the stock. The rules are found in section 1244(c)(1). The 
first is that it must be common stock in a domestic corporation. This 
does not mean that the corporation may not have preferred stock. 
If it does have, the preferred stock does not qualify,'® but the com- 
mon stock still may. Also, there is no prohibition, as in Subchapter §, 
against classes of stock, but care must be exercised not to create a 
‘‘common Class A’’ stock which has so many characteristics of pre- 
ferred stock or debt that application of the familiar form-versus- 
substance rule will result in its being held not to be common stock 
at all. 

The stock must be offered pursuant to a plan adopted after June 
30, 1958. The Code already contains many requirements for plans, 
notably plans in liquidation. Though not specifically stated in the 
statute, it seems clear that the plan should be in writing, carefully 
drawn, and formally adopted by the board of directors, stockholders, 
or incorporators, as required by state law and the situation. It should 
be complete and in detail. It should recite that it proposes to be a 
qualified plan under section 1244. In addition to stating the facts 
of the offering, it should recite the other facts that qualify the offer- 
ing; this statement would include facts relating to prior offerings 
and there would be attached a balance sheet demonstrating that the 
requirements of section 1244(¢)(2)(B) have been met. Only in this 
way can the potential stockholder proceed with assurance, and the 
examining agent in later years be satisfied with a minimum of diffi- 
culty. Of course, this does not mean that a less formal plan omitting 
some of the above steps would not meet the statutory requirement. 

A delicate timing problem might be presented a new corporation 
by section 1244(c)(1)(B) and (ce) (1)(D). The corporation must be 
a small business corporation at the time the plan is adopted, and the 
stock must be issued pursuant to the plan. The plan, therefore, may 
not be adopted by the incorporators prior to formation of the cor- 
poration, as there is no small business corporation in existence. 
Where the incorporators need stock subscription agreements prior 
to formation in order to assure themselves of sufficient financing to 
justify going ahead (as where they are contracting to buy a plant, 
for example), the question would arise whether stock subscribed be- 
fore incorporation, and thus before the plan, and issued after incor- 


118 In addition to not qualifying, the preferred stock is counted in determining whether 
the equity capital limitations of section 1244(¢) (2) have been violated. 
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poration and adoption of the plan, was issued pursuant to the plan. 
Contingent subscription agreements no doubt could take care of this 
problem, but it is unlikely that Congress intended such complications 
to be necessary, and it is hoped the Regulations will take care of this 
problem.'”® 

A more serious timing problem is presented by section 1244(c) 
(1)(C) and the last sentence of section 1244 (c) (1). Section 1244(c) 
(1)(C) provides that stock does not qualify if, at the time of adop- 
tion of the plan, any portion of a prior offering is outstanding. A 
later provision of section 1244(c) (1) disqualifies stock issued after a 
subsequent offering is made. Thus, if there is an offering of $150,000, 
of which $50,000 is issued to A and $50,000 to B, then an offering of 
$100,000, after which C is issued the remaining $50,000 of the first 
offering, A and B have qualified stock, but C does not.’”° And D and 
E, in picking up $50,000 each of the second offering, also have non- 
qualified stock. 

The stock may not be issued for services; it must be issued for 
money or other property, not including stock or securities. Thus, 
stock received for other stock in most reorganizations does not 
qualify. It is not clear whether stock received partially for money 
and partially for securities would partially qualify, though it is dif- 
ficult to think of a valid reason why it should not. 

Under section 1244 (d)(2), some substituted stock is acceptable. 
Basically, the exceptions cover tax-free recapitalizations, stock divi- 
dends, and F reorganizations—they: emphatically do not cover ac- 
quisitive and divisive reorganizations. The Committee Report notes 
that stock received as a result of ownership of stock which partly 
qualifies and partly fails to qualify will be allocated proportion- 
ately. 

The reorganization limitation appears unsound. The stock is origi- 
nally stock in a small business corporation; if the corporation itself 
grows, the stock does not lose its characteristics. They should not be 
lost as a result of growth through an acquisitive reorganization, 
whether the small business corporation is the swallower or the swal- 
lowed. Nor do there appear to be any chances of the section being 
put to ill use in a proper divisive reorganization; improper tax 
avoidance is prevented by the basis allocation provisions. 

In any event, both the reorganization and passive income require- 
ments point up the desirability of control. The minority stockholder 

119 A similar problem is that of organization expenses incurred by the incorporators,. This 
should present no great stumbling block if stock is issued after adoption of the plan for such 


expenses. 
120 Apparently whether or not he had subscribed to it before the later offering. 
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may be placed in the position of losing qualifications of his stock 
through action of the majority via either passive income or a non- 
qualified reorganization. Normally this would not occur, as the ma- 
jority would also wish the stock to remain qualified, but the majority 
stockholder might hold his stock by purchase or for another reason 
have stock already disqualified, or he may have qualified stock with 
a lower cost basis (having received it pursuant to a different offer- 
ing), or his personal situation might be such that he is not particu- 
larly interested in the possibility of ordinary loss treatment. The 
situation is still not so perilous as in Subchapter S, however, as any 
stockholder, if unrestricted, can upset the applecart there. And it 
should be emphasized that except for the two areas just mentioned, 
disqualification (either original or later) of one stockholder has no 
effect on another stockholder—again in contrast of Subchapter S. 


C. Typr or SHAREHOLDER 


Having ascertained the type of company and the type of stock 
that qualify, the stockholder requirements must now be studied. 
Here there are two important rules: the stockholder must be an indi- 
vidual or a partnership, and he must be the original stockholder.’ 
Presumably the latter proposition, which certainly represents a re- 
straint on alienation, was inserted to prevent trafficking in loss po- 
tential securities, akin to the still prevalent practice of dealing in 
loss corporations. It is a little hard to see the evil here sought to be 
prevented. If A paid $50,000 for section 1244 stock, and its market 
price is $10,000, he can sell it to B for $10,000 and take his ordinary 
loss. B has non-section 1244 stock. If B were allowed to treat the 
stock as section 1244 stock, the market value could conceivably be 
somewhat higher in A’s hands, as the tax treatment in the event of 
loss would be better. Still B would certainly not pay $20,000 for stock 
worth $10,000 just to receive the tax benefit of an ordinary loss if the 
stock declined further. He still wants to pay only what the stock is 
worth. The situation is really not analogous to the loss corporation 
at all, for in that case an otherwise worthless corporation may have 
actual monetary value by reason of its loss carryover. 

Similar arguments are present for allowing the stock to retain its 
characteristics in the hands of a donee or legatee. The cost basis of 
each is restricted. For loss purposes, the donee may have no higher 
basis than fair market value at date of gift,’** and the legatee takes 


121 T.R.C. § 1244(a) (1954). Query as to the result if stock is issued to A, who sells to B, 
and then repurchases. 
122 T.R.C. § 1015(a) (1954). 
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fair market value at date of death or one year thereafter for all pur- 
poses.’** The only ordinary loss either could get, therefore, would 
be on a decline in value after acquisition. Certainly in this area there 
is no possibility of trafficking.’* 

The Committee Report brings out another illogical result of refus- 
ing to allow a transferee to qualify. It notes that stock issued to an 
underwriter will not qualify ; if the stock is sold through the under- 
writer, he must act as agent, not principal. For the real ‘‘small busi- 
ness’’ this should not be much of a detriment, but it is hard to see 
what is being protected against. 

There may be some uncertainty in the area of the underwriter 
guaranty. In the event an underwriter guarantees a given price for 
the stock, sells 90 per cent above the guaranty and has to purchase 
the other ten per cent, which he later resells, it seems logical that the 
90 per cent should qualify and the ten per cent fail. 

Subsection (a) originally disqualified a partnership, but this was 
changed in conference. The result of qualification should be that in 
a case where a partnership owns the stock, a partnership interest 
may be transferred without even partial disqualification, but distri- 
bution to the partners, by dissolution or otherwise, would destroy 
the qualification. 


D. Limitations on Losses 


By now, corporation, stock, and stockholder have qualified, and it 
is assumed that a loss has been taken. The loss may be by sale or 
exchange, liquidation, or worthlessness. Once again the advantage 
of control becomes apparent. Section 1244(b) provides a loss limita- 
tion of $50,000 per annum for married people, $25,000 for unmar- 
ried. Anyone can control the time of a sale; no one can control the 
date of worthlessness ; a majority stockholder probably can control a 
liquidation date. 

An additional danger of this limitation is that it applies to all sec- 
tion 1244 losses in the aggregate. Thus, a married man with loss in- 
vestments in several section 1244 corporations must attempt, in so 
far as he can control the situation, to hold his total realized losses 
to $50,000 in any year.’ 

At the same time the annual loss obtainable is limited, it is pro- 
vided that section 1244 losses are net operating losses, so that losses 


123 T.R.C. § 1014(a) (1954). 

124 Compare discussion of this problem under Subchapter S, pp. 470-472 supra. 

128 However, there are no attribution rules. Grandpa, son and grandson may each lose 
up to the maximum in the same corporation. 
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up to $50,000 may be carried backward and forward.’** If, for ex- 
ample, an investor suffered a section 1244 loss of $40,000 and had 
net income (excluding the loss) of $30,000, the additional $10,000 
would be carried back. What would happen if in the first carryback 
year, there had been a $70,000 section 1244 loss, of which only $50,000 
had been allowable? Would the $10,000 carryback be treated as a 
net operating loss or as a section 1244 loss? Literally, it would be 
the former, so that it would appear that $60,000 of section 1244 losses 
would actually be allowable in the earryback year. It is clear, how- 
ever, that a straight section 1244 loss in excess of $50,000 is simply 
a capital loss. Operating loss treatment is given only to losses within 
the limit, but in excess of other net income. 

After all else is qualified, including the loss itself, two other limita- 
tions must still be observed. These are found in section 1244(d) (1). 
The first provides that stock which takes the basis of property con- 
tributed for it should have as its basis for purposes of section 1244 
loss no more than the fair market value of the property at the date 
of the exchange. The excess is treated as capital loss. The Committee 
Report gives an illustration of property with an adjusted basis of 
$1,000 and a fair market value of $250. Presumably, $250 worth of 
stock is received for this; if it is later sold for $200, $50 will be an 
ordinary loss and $750 a capital loss. This should prevent utilization 
of section 1244 corporations as a vehicle for transforming inchoate 
capital losses into ordinary losses. The second limitation denies sec- 
tion 1244 treatment to increases in basis by capital contribution or 
otherwise. Presumably, this includes increases in basis resulting 
from income retained by a Subchapter S corporation. 


ConcLUSsION 


In the Technical Amendments Act of 1958 and Small Business 
Tax Revision Act, Congress undertook to do at least two things: 
first, to remove income tax as an important consideration in the 
selection by small business of the form of organization; second, to 
encourage investments in small business by granting tax relief for 
both temporary and permanent losses resulting from such invest- 
ments. 

Subchapter S and section 1244 were selected as the media for the 
accomplishment of these principal objectives. Section 1244 is limited 
in scope, being aimed only at tax relief in the case of permanent 
losses resulting from investments in small business. Despite a few 


126 T.R.C. § 1244(d) (3) (1954). 
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illogical provisions, the main thread should remain intact. Indeed, 
were it not for the clamor over Subchapter S, section 1244 would in 
all probability have created considerable excitement as a major 
piece of tax legislation. 

Subchapter S, even in its present form, will prove practical for 
some taxpayers. In a good many instances it will be used by perma- 
nently electing small corporations, particularly businesses anxious 
to avoid the double tax, not requiring retention of earnings for ex- 
pansion, but desiring corporate fringe benefits and other corporate 
attributes. Some of these will incorporate where, in the absence of 
Subchapter S, they would remain unincorporated. The second facet 
of Subchapter S, immediate relief for temporary losses, will reach 
cases not covered by section 1244 and thus may have the stimulating 
effect desired by Congress. The capital gain pass-through possibili- 
ties will in some instances be utilized by tax sophisticates in fashions 
not anticipated by Congress. The extent to which such use consti- 
tutes undesirable avoidance cannot yet be ascertained. 

Some of the problems created by Subchapter S may be solved by 
careful tightrope walking by taxpayers and their advisers; some 
may be lightened by liberal Regulations; '*7 some require amenda- 
tory legislation. Despite this, Subchapter S must still be considered a 
worthwhile experiment and a courageous approach to the problem 
of double taxation of corporate earnings. It is deserving of a full 
and fair trial, during which time. actual experience will indicate 
whether revisions will make it possible to implement fully the hope 
of its creators or whether it should be scrapped in toto. 

During the period that Subchapter S is being shaken down and 
examined for improvements, attention should be given to alterna- 
tive methods of attaining the same objectives. Two areas in par- 
ticular warrant further study: (1) small business relief from cor- 
porate surtax; and (2) additional utilization of the dividends re- 
ceived credit or its counterpart, a dividends paid credit. The former 
would involve an increase of the $25,000 surtax exemption or the 
adoption of a graduated surtax ; the latter would consist of a special 
credit for dividends from corporations meeting a ‘‘small business’’ 
definition similar to that in section 1244.1 An over-all maximum 

127 As previously indicated, the Proposed Regulations are, in general, illiberal. The 
Treasury ’s zeal in attempting to close loopholes in the statute is not complemented by com- 
parable zeal in making Subchapter S more workable in normal operation. The hazards for 
an 8 shareholder are sufficient under the statute. The Regulations should be as liberal as 
possible, particularly in regard to removal of previously taxed income, if Subchapter S is 
to be made practicable. 


128 The basic $500,000—$1,000,000 theory of section 1244 (1954) could, with appropriate 
modification, be applied to this situation. For example, the rule could be that the first 
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limitation on the credit available to a taxpayer, again as in section 
1244, would eliminate the possibility of an individual or family unit 
engaging in a multitude of small businesses to obtain excessive 
credits. 

Certainly, any solution must take into consideration not only the 
degree of encouragement to small business, but the effect on the 
revenue. This may be controlled, in the case of increased surtax ex- 
emption, by an offsetting small rise in the present 22 per cent surtax 
and, in the case of the dividends credit, by restrictions on qualifica- 
tion as a ‘‘small business.’’ In considering the impact on the revenue, 
it is to be noted that Subchapter S itself is likely to have quite an 
effect, to some extent in unintended areas. 

Pending further legislative action, the alert tax practitioner, in 
addition to taking care of the dual qualification requirements, must 
keep a sharp lookout for possible tax advantages, carefully avoid all 
pitfalls, and be prepared to take the blame when things go wrong. 
As the Internal Revenue Code becomes more and more ‘‘equitable,’’ 
the lawyer and accountant must strive ever harder just to stay 
abreast of the multiplicity of business alternatives.’” 


$500,000 of post-January 1, 1960 earnings of a corporation would receive the credit, no 
matter when distributed, provided that only earnings prior to the point at which net worth 
equalled $1,000,000 would be eligible. To protect the theory of the graduated income tax, 
the maximum credit would be the corporate tax rate applicable to that income. As an alter- 
native, a dividends paid credit to the corporation could be considered. In either event, to 
protect against a large corporation posing as a small one, a rule treating stockholder debt 
as capital (similar to that of section 1244(c) (2)(B) (1954)) might be advisable. Such a 
policy might have other incidental advantages. Opponents of the philosophy behind the thin 
capitalization cases argue that one of the prime detriments to incentive in the tax law is the 
inability to get risk money back without paying heavy taxes. The businessman is inured to 
the fact that he must pay heavy taxes on his profits but does not feel he has realized a profit 
until he has recovered his investment. They suggest that this should be allowable as a matter 
of basic policy and should be possible through the thin capitalization device. There is merit 
in the fundamental point, but a direct approach appears preferable to accomplish the pur- 
pose. Such a provision as suggested would, while eliminating for this purpose the distinction 
between capital and shareholder loans, allow an original investment up to $500,000 to be 
recouped free of shareholder tax or at a low tax rate. 
129 +“... and still the Queen cried ‘Faster! Faster!’ and dragged her along. 
‘Are we nearly there? Alice managed to pant out at last. 
‘Nearly there!’ the Queen repeated. 
‘Why we passed it ten minutes ago! Faster !’ 
‘Well in our country,’ said Alice, still panting a little, ‘you'd generally get to some- 
where else—if you ran very fast for a long time as we’ve been doing.’ 
‘A slow sort of country !’ said the Queen. ‘Now, here, you see, it takes all the running 
you can do, to keep in the same place. If you want to get somewhere else, you must run 
at least twice as fast as that!’” 
CARROLL, op. cit. supra note 4, at 31, 32. 














Federal Income Tax Aspects of Oil and 
Gas Ventures—A Summary 
for the Investor 


(Second Installment) * 


ALEXANDER JAY BRUEN 


IIT. Propuction, Deptetion, DEPRECIATION, AND 
OPERATING EXPENSES 


Wirex the oil and gas underlying a given tract of land is owned 
by a number of different persons holding different types of interests, 
it is the owner of the operating interest who undertakes and has 
charge of extracting the oil and/or gas. Ordinarily, also, he bears 
not only all costs of exploration and development, but also all of the 
‘‘lifting’’ costs and other current operating costs. And when produc- 
tion is obtained, he divides it with the owners of the non-operating 
interests, delivering or accounting to them for their respective 
shares free of costs. 

A. Gross Income From Production. For federal income tax pur- 
poses, each owner of each interest in an oil and/or gas deposit under- 
lying a given tract of land is regarded as receiving in kind his re- 
spective share of production and marketing it himself. Accordingly, 
each includes in his gross income the proceeds from the sale of his 
share of production. Thus, although the owner of the operating in- 
terest may in the first instance come into physical possession of all 
the oil and/or gas produced from the tract, and although he may 
sometimes market their shares for some of the owners of the non- 
operating interests, accounting to them merely for the proceeds, 
there are excluded from the gross income of the owner of the oper- 
ating interest the amounts which he delivers or pays over in kind or 
in money to the owners of the non-operating interests. Thus, there 
are excluded from the gross income from the operating interest all 
payments made by way of royalties, overriding royalties, payments 

* [The First Installment of this article appeared in our March, 1959 issue at 14 Tax L. 


Rev. 353 (1959).—Ed.] 
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in respect of production payments, and even payments in respect of 
net profits interests.” 

Similarly, where one non-operating interest has been created by 
reservation or grant out of another non-operating interest, such as 
a production payment out of a royalty, the owner of the royalty ex- 
cludes from his gross income the amounts paid over to the owner 
of the production payment. 

B. Depletion. Oil, gas, and other mineral wealth in the ground are 
wasting assets, and consequently, as they are extracted, a provision 
or allowance for exhaustion of the deposit must be made in order to 
determine a proper division of the revenue between return of capital 
and income."* Accordingly, it is provided in the Code that in the 
case of mines, oil and gas wells, and other natural deposits, there 
shall be allowed as a deduction in computing taxable income ‘‘a 
reasonable allowance for depletion’’ in respect of any property. The 
statute then goes on to provide that such allowance shall be an 
amount equal to a prescribed percentage of gross income from the 
property, subject to a 50 per cent of net income limitation, but in no 
event less than the depletion allowance would be if computed on the 
basis of cost." The term ‘‘property”’ is defined to mean ‘‘each sep- 
arate interest owned by the taxpayer in each mineral deposit in each 
separate tract or parcel of land,’’ subject to an election granted the 
taxpayer to aggregate mineral interests in certain cireumstances.' 

1. Economic interest in mineral in place. Since the theory of de- 
pletion allowances is to compensate out of revenue from a mineral 
property for the exhaustion of such property, a prerequisite to a tax- 
payer’s being allowed such deduction is that he be the owner of the 
property being exhausted.’® For this purpose, the federal income 
tax law has adopted a concept of economic rather than technically 
legal ownership; *"* and thus the Regulations provide that to be en- 
titled to depletion allowances a taxpayer must be the owner of ‘‘an 
economic interest in mineral deposits’’ and that a taxpayer shall be 
considered as possessing such an interest in every case in which he 
has acquired by investment or otherwise a capital interest in mineral 

















112 Thomas v. Perkins, 301 U.S. 655; Comm’r v. Caldwell Oil Corp., 141 F.2d 559 (5th 
Cir. 1944) ; I.R.C. § 613(a); Proposed Reg. Sec. 1.613-2(e) (5) (1956); Reg. 118, Sec. 
39.23 (m)-1(e) (5). 

113 PATON, ADVANCED ACCOUNTING 384 (1951); United States v. Ludey, 274 U.S. 295, 
302 (1927). 

114 T.R.C, §§ 611, 612, and 613. 

115 T.R.C. § 614. 

116 Kirby Petroleum Company v, Comm’r, 326 U.S, 599, 603 (1946). 

117 Tbid. 
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in place and secures, by any form of legal relationship, income de- 
rived from the severance or sale of the mineral to which he must look 
for a return of his capital.1"* 

In most cases, there should be little difficulty in identifying the 
economic owners of interests in the oil and gas deposits underlying a 
given tract of land. The problem is essentially the same as that of de- 
termining the persons to whom the production from such tract is to 
be attributed as gross income. Obviously, the owner of the operating 
interest has an economic interest in the oil and gas in place.'”® So also 
has a lessor who as fee owner has retained a royalty in granting a 
lease.’*° And if other non-operating interests have been created by 
reservation in the course of assignment of the operating rights, such 
as the common type of production payments, overriding royalties, 
or net profits interests, it seems well established that the holders of 
such interests would likewise be regarded as having the requisite 
economic interest in the oil and gas in place.'*! But in some cases the 
factual circumstances may be more complicated and the answers less 
obvious. 

Where by contract one party agrees to pay another an amount 
equal to a certain percentage of production or of net profits from a 
given tract of land, it may be questionable whether such contract 
should be regarded as a transfer of economic ownership in mineral 
in place, and other factors may have to be considered in arriving at 
the answer.'*? Where a property is sold pursuant to an agreement 
that part of the sales price is to be paid from production, should the 


118 Proposed Reg. Sec. 1.611-1(b) (1956) ; Reg. 118, Sec. 39.23(m)-1(b). 

119 Section 611(b) (1) provides that in the case of a lease the deduction for depletion 
shall be equitably apportioned between the lessor and lessee. See also Lynch v. Alworth- 
Stephens Co., 267 U.S. 364, 370 (1925) ; and Palmer v. Bender, 287 U.S. 551 (1933). 

120 T.R.C. § 611(b) (1). 

121 Thomas v. Perkins, 301 U.S. 655 (1937) ; Kirby Petroleum Co. v. Comm’r, 326 U.S. 
599 (1946) ; Burton-Sutton Oil Co., Inc. v. Comm’r, 328 U.S. 25 (1946). 

122 In Helvering v. O’Donnell, 303 U.S. 370 (1938), one corporation agreed to pay to 
another corporation as part of the purchase price of corporate stock one-third of the net 
profits from the development and operation of certain oil properties. The Court construed 
the agreement as merely a personal covenant and not a grant of ‘‘an interest in the prop- 
erties themselves’’ and accordingly denied the second corporation any depletion allowance. 
Similarly, Haynes v. United States, 50 F.Supp. 238 (Ct.Cl. 1943) ; Tuttle v. United States, 
101 F.Supp. 532 (Ct.Cl. 1951) ; M-B-K Drilling Co., Ine. v. Comm’r, 194 F.2d 221 (10th 
Cir. 1952), affirming 15 T.C. 966 (1950). But in Comm’r v. Southwest Exploration Co., to- 
gether with United States v. Huntington Beach Corporation, 350 U.S. 308 (1956), one 
corporation holding off-shore oil and gas operating rights in a particular area agreed to 
pay a certain percentage of the net profits therefrom to the owner of the adjacent uplands 
as ‘‘rental’’ for the use of drilling sites on those uplands. The Court ruled that the owner 
of the adjacent uplands thus acquired an economic interest in the oil and gas in place and 
accordingly was entitled to depletion allowances. 
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vendor continue to be regarded as the economic owner of the produc- 
tion so designated? The answer may depend in part on whether the 
vendor must look only to such production for the money or whether 
there may be alternate sources of payment.’** Where a person having 
legal ownership of oil and gas in place enters into an agreement with 
another party having a processing plant, whereby the latter is to 
take all of the oil and gas produced, process it, return certain prod- 
ucts to the first party, and retain other products himself, has the 
processor acquired an economic interest in the mineral in place? ** 

2. Percentage depletion. In the case of oil and gas wells, the Code 
prescribes as the percentage depletion allowance an amount equal 
to 27-1/2 per cent of ‘‘gross income from the property’’ but not 
more than 50 per cent of ‘‘the taxpayer’s taxable income from the 
property (computed without allowance for depletion).’’ }*° 

‘Gross income from the property’’ for percentage depletion pur- 
poses is generally, subject to certain exceptions, the same as the pro- 
ceeds from the sale of production which the taxpayer is required to 
report as gross income for general tax purposes, 7.e., under section 
61 of the Code. Thus the owner of the operating interest in a given 
tract in computing his depletion allowance applies the 27-1/2 per 
cent rate to the proceeds of the sale of his share of production with- 
out any deduction of the lifting costs, even though his share of pro- 
duction represents only a part of total production and he has borne 
all of the lifting costs.1** Conversely, the owners of the non-operating 
interests apply the 27-1/2 per cent rate to the proceeds of sale of 
their respective shares of production, and they are not allowed to 
‘*eross-up’’ such proceeds to include any portion of the lifting costs 
since such costs are not borne by them. And this is the rule even in 
the case of the owner of a net profits interest.'*" 

There are, however, a few situations in which ‘‘ gross income from 
the property’’ for percentage depletion purposes may differ from 
the amount which the taxpayer is required to report in his tax re- 
turn as gross income from the sale of production from the property. 
Where the oil and/or gas extracted from the ground is refined or 


123 Anderson v. Helvering, 310 U.S. 404 (1940), involved the sale of certain oil interests 
for a price payable part in cash and part from oil and gas produced or from the proceeds of 
any resale of the properties themselves. The Court held that the vendor had not retained an 
economic interest in the mineral in place. 

124 Helvering v. Bankline Oil Co., 303 U.S. 362 (1938) ; cf. E. J. Hudson, 11 T.C. 1042 
(1948), aff’d per curiam, 183 F.2d 180 (5th Cir. 1950) ; and La Gloria Oil and Gas Co. v. 
Scofield, 58-1 U.S.T.C. § 9150 (W.D.Tex. 1957). 

126 T.R.C. § 613. 

126 Helvering v. Twin Oil Syndicate, 293 U.S. 312 (1934). 

127 Comm ’r v. Felix Oil Co., 144 F.2d 276 (9th Cir. 1944). 
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otherwise processed or is transported before being sold, a portion 
of the sales proceeds may be attributed to the processing or trans- 
portation and may have to be deducted before applying the 27-1/2 
per cent rate for depletion purposes.’”8 

Where in acquiring his economic interest in oil and gas deposits, 
the taxpayer has paid a bonus, he is, under the law as presently in- 
terpreted, required to amortize the amount of such bonus on the 
basis of known reserves (in much the same manner as cost depletion 
is computed) and deduct each year an aliquot part from the proceeds 
of sale of his share of production in determining for such year his 
‘‘eross income from the property’’ for percentage depletion pur- 
poses.??9 

Where an advanced royalty has in a prior year been paid by the 
operating interest and is in the current year recouped by the operat- 
ing interest out of the share of production which would otherwise 
have belonged to the non-operating interest, the operating interest 
owner must include the amount of such recoupment in his gross in- 
come for general tax purposes, but must exclude it from his ‘‘gross 
income from the property’’ for percentage depletion purposes.’ 

The limitation that the percentage depletion allowance may never 
exceed 50 per cent of the taxpayer’s taxable income from the prop- 
erty, computed without allowance for depletion, requires a separate 
computation in respect of each property. For this purpose ‘‘ taxable 
income’’ means essentially net income, and the test figure is deter- 
mined by deducting from ‘‘gross income from the property’’ all 
deductions, other than depletion allowances, to which the taxpayer 
is entitled in respect of the property.’*' Such deductions include not 
only lifting costs, ordinary operating expenses, and current carry- 
ing charges, such as property taxes and mortgage interest,’ but 
also such intangible drilling costs as are expensed during the tax- 
able year, even though the latter may relate to dry holes or new wells 


128 Proposed Reg. See. 1.613-3(a) (1956); Reg. 118, See. 39.23(m)-—1(e) (1) ; Helver- 
ing v. Mountain Producers Corp., 303 U.S. 376 (1938); Consumers Natural Gas Co. v. 
Comm’r, 78 F.2d 161 (2d Cir. 1935) ; but compare La Gloria Oil & Gas Co. v. Scofield, 58-1 
U.S.T.C. 1 9150 (W.D.Tex. 1957). 

129 Proposed Reg. Sec. 1.613-2(¢) (5) (ii) (1956); Reg. 118, See. 39.23(m)-1(e) (5) ; 
Sunray Oil Co. v. Comm’r, 147 F.2d 962 (10th Cir. 1945). 

130 Proposed Reg. Sec. 1.613-2(¢) (5) (iii) (1956) ; Reg. 118, See. 39.23(m)—1(e) (5). 

131 Proposed Reg. Sec. 1.613-4 (1956); Reg. 118, See. 39.23(m)-1(g); G.C.M. 2315, 
VI-2 Cum. Buu. 21 (1927) ; G.C.M. 21926, 1940-1 Cum. BuLu. 157; G.C.M. 22956, 1941-2 
Cum. BULL. 103. 

132 Comm’r v. Montreal Mining Co., 44-2 U.S.T.C. ¥ 9490 (6th Cir. 1944); Holly De- 
velopment Co., 44 B.T.A. 51 (1941); St. Mary’s Oil & Gas Co., 42 B.T.A. 270 (1940) ; 
Sheridan-Wyoming Coal Co. Ine. v. Comm’r, 125 F.2d 42 (D.C. Cir. 1942); and Mirabel 
Quicksilver Co., 41 B.T.A. 401 (1940). 
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not then producing.'** Also, there must be deducted depreciation on 
equipment used in connection with the property and even losses on 
sale or abandonment of such equipment,’ and, in addition, an allo- 
cable portion of the taxpayer’s general administrative and over- 
head expenses, including state income taxes and even foreign income 
taxes if claimed as deductions.’* 

Obviously, the 50 per cent of taxable income limitation on per- 
centage depletion is more likely to affect an operating interest than 
a non-operating interest. Especially during the years while a prop- 
erty is being developed, the intangible drilling costs of new wells 
and dry holes may equal or exceed gross income of producing wells. 
In such ease, the 50 per cent of taxable income limitation may en- 
tirely eliminate any percentage depletion allowance. 

Where the taxpayer owns a number of operating interests consti- 
tuting an operating unit, he may, in certain circumstances, elect to 
form an aggregation of, and to treat as one property, any two or 
more of such interests.’** Alternatively, the taxpayer may treat as 
one property any aggregation of interests that would have been per- 
missible had the 1939 Code continued to apply.'** This could some- 
times mitigate the effect of the 50 per cent of taxuble income limita- 
tion on percentage depletion by the pooling of income and deduc- 
tions, but it could sometimes have the reverse effect—subjecting to 
the 50 per cent of taxable income limitation percentage depletion 
allowances in respect of certain properties which, on the basis of 
their own deductions alone, would not have been affected by the 
limitation. For this reason, and because the election once made is 
binding for all subsequent years unless Treasury consent to a dif- 


138 Helvering v. Wilshire Oil Co., 308 U.S. 90 (1939) ; Helvering v. Wilshire Annex Oil 
Co., 308 U.S. 512 (1939); F. H. E. Oil Co. v. Comm’r, 308 U.S. 104 (1939); Rev. Rul. 
58-231, 1958 Inv. Rev. Buuw. No. 20, at 11. 

134 Elk Lick Coal Co., 23 T.C. 585 (1954). 

135 Rocky Mountain Oil Co., 36 B.T.A. 365 (1937) ; Lumaghi Coal Co. v. Comm’r, 124 
F.2d 645 (8th Cir. 1942) ; Grison Oil Corp., 42 B.T.A. 1117 (1940); Kern Oil Co., Ltd., 
9 T.C, 1204 (1947). 

136 Section 614(b) grants such election to aggregate operating interests. Wit respect to 
any such interest, this election must be made not later than the time, including extensions, 
for filing the tax return for the first taxable year in which any expenditure for exploration, 
development, or operation is made by the taxpayer in respect to the interest after acqui- 
sition. 

137 ILR.C. § 614(d). There was no statutory provision dealing with aggregation under 
the 1939 Code. Yet in the absence of statutory authority, aggregation of properties had in 
certain circumstances been permitted under the 1939 Code as a matter of unwritten law. 
Black Mountain Corp., 5 T.C. 1117 (1945) ; Amherst Coal Co., 11 T.C. 209 (1948) ; Hanna 
Iron Ore Co., 12 TCM 405 (1954), vacated and remanded on another issue, 208 F.2d 759 (2d 
Cir. 1953) ; Black Diamond Coal Mining Co., 565 CCH § 9194 (N.D.Ala. 1956) ; Tennessee 
Consolidated Coal Co., 15 T.C. 424 (1955). 
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ferent treatment is obtained, caution should be exercised before 
making such election. 

3. Cost depletion. As previously stated, in no ease shall the allow- 
ance for depletion be less than it would be if computed on the basis 
of cost.*** This is important both in eases where the 50 per cent of 
taxable income limitation denies or renders inadequate the percent- 
age depletion allowance and also in cases where the taxpayer’s costs 
for a property are relatively high as compared with the known oil 
and gas reserves in the ground, so that an allowance of 27-1/2 per 
cent on production would be insufficient to return his capital invest- 
ment. 

Cost depletion is based on the taxpayer’s adjusted cost basis for 
his interest in the mineral property.’ It is caleulated by allocating 
such adjusted cost basis among the number of units of mineral to be 
recovered from the property estimated at the end of the year, includ- 
ing units recovered but not sold, plus the number of units sold during 
the year. Thus a unit cost is determined, and this is multiplied by 
the number of units sold during the year to arrive at the cost deple- 
tion allowance for the property for that year.'*° 

For this purpose, estimates of mineral to be recovered from a prop- 
erty as at the end of a year should be made according to the method 
current in the industry and should include only recoverable reserves 
reasonably known, or, on good evidence, believed to have existed 
on that date.’*? Since such estimates will change from one year to 
another, the unit cost for depletion purposes will likewise change.'*” 
Thus the discovery of additional reserves has the effect of reducing 
the cost depletion allowance per unit.'** 

C. Depreciation. In computing his taxable income for federal in- 
come tax purposes, the investor in an oil and gas property is allowed 
as a deduction ‘‘a reasonable allowance . . . for depreciation of im- 
provements.’’ '** The amounts which the investor has been required 
to capitalize as the cost of equipment are thus for tax purposes re- 
coverable through annual depreciation deductions. In this respect, 
depreciable assets used in connection with an oil and gas property 
are accorded much the same tax treatment as those used in any other 


138 I.R.C, §§ 611, 612, and 613(a). 

139 Proposed Reg. Sec. 1.612-1 (1956); Reg. 118, See. 39.23(m)-2. Determination of 
adjusted cost basis is discussed at pp. 515-516 infra. 

140 Proposed Reg. Sec. 1.611-2 (1956) ; Reg. 118, Sec. 39.23(m)-2. 

141 Proposed Reg. Sec. 1.611-2(c) (1) (1956) ; Reg. 118, Sec. 39.23(m)-9(a). 

142 Proposed Reg. Sec. 1.611-2(c) (2) (1956) ; Reg. 118, See. 39.23(m)-9(b). 

143 Big Four Oil & Gas Co. v. Comm’r, 83 F.2d 891 (3d Cir. 1936). 

144 T.R.C. § 611. 
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business. Any of the various methods of depreciation provided for 
in section 167 may be used: the straight-line method or, subject to 
certain limitations, the declining-balance method, sum-of-the-years- 
digits method, or any other consistent method which does not during 
the first two-thirds of the useful life exceed the total of such allow- 
ances under the declining-balance method. In addition, the unit- 
of-production method is, in the case of equipment used in connection 
with an oil and gas property, considered to be a reasonable method 
and is not subject to the limitations or conditions applicable to the 
declining-balance and related methods.'** Under the unit-of-produc- 
tion method the annual depreciation allowance is computed in much 
the same manner as cost depletion allowance. 

D. Operating Expenses. It almost goes without saying that the 
current expenses of operating an oil and gas property are currently 
deductible for federal income tax purposes."** Since such expenses 
are borne by the owner of the operating interest and are an ordinary 
and necessary expense of his obtaining his share of production, it is 
ordinarily immaterial that such expenses cover also the costs of 
lifting the oil and gas going to the owners of non-operating inter- 
ests.'*8 There is, however, one situation that merits special mention. 

Where operating interests are acquired subject to production pay- 
ments reserved out of a large percentage, e.g., 85 per cent, of the 
production that would otherwise go to the leasehold or working in- 
terests, it may be asked whether ‘any portion of the operating ex- 
penses need be capitalized. In such a situation the Service has ruled 
that the operating costs incurred by the owner of the operating 
interests will be deductible in computing taxable net income ‘‘if, at 
the date of purchase, it may be expected that the portion of the 
income from production accruing to it [the owner of the operating 
interests] will be sufficient to pay operating costs,’’ but that if, and 
to the extent that, loss from operation, and not due to development, 


145 Proposed Reg. Sec. 1.611—-5(a) (1956) ; Reg. Sec. 1.167(h)—1 (1955). The declining- 
balance and related methods are applicable only to tangibile property having a useful life 
of three years or more which has been constructed by or for the taxpayer after December 
31, 1953, or which has been acquired by the taxpayer after December 31, 1953, and the 
original use of which commences with the taxpayer and after December 31, 1953. I.R.C. § 
167 (e) ; Reg. Sec. 1.167(e)-1 (1955). 

146 Proposed Reg. Sec. 1.611-5(a) (1956). 

147 Section 162 would ordinarily be applicable to such expenses as ordinary and necessary 
in the taxpayer’s business. 

148 The principle announced in Helvering v. Twin Bell Oil Syndicate, 293 U.S. 312 
(1934), should be applicable. See discussion p. 508 supra. 
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may be anticipated, the excess of such cost over income received 
must be capitalized each year as additional cost of the properties.**” 


IV. Disposinc or PROPERTIES 


For various reasons an investor may have occasion to dispose of 
an oil and gas property which he has acquired. Depending upon 
the particular circumstances, there may be a number of ways of so 
doing, and the tax consequences may vary. 

A. Abandonment. As a result of drilling dry holes or because of 
other negative results of exploratory work, an investor may decide 
that a particular oil and gas property is no longer worth holding, 
and if the results are such as to render the property valueless, the 
investor may have no choice but to abandon it. 

For federal income tax purposes a taxpayer is entitled in comput- 
ing his taxable income to deduct any loss he sustains when a prop- 
erty which he is holding for business purposes or for investment 
loses its useful value.**° In general, such loss of value is deemed to 
occur when established by some identifiable event, such as abandon- 
ment, but sometimes a property may be regarded as having become 
worthless prior to the overt act of abandonment.’ 

The loss allowable when a property becomes worthless is, except 
in the case of securities, deductible as an ordinary loss, even if the 
property may have constituted a capital asset in the hands of the 
taxpayer.’ The measure of the loss is, of course, the taxpayer’s 
adjusted basis for the property. 

In the case of abandonment of a leasehold interest, whether ef- 
fected by surrendering the lease or allowing it to lapse by failure to 
pay delay rentals, the owner is thereupon ordinarily allowed a de- 
duction for worthlessness of the lease.*** But a formal relinquish- 
ment of title is not always necessary to his claiming a deduction for 
worthlessness when such fact can be otherwise established; ** and 


149 Special ruling, May 15, 1956, 565 CCH { 6608. See also editorial comment ‘‘ ABC’’ and 
‘“«XYZ’’ Private Ruling, VI-1 Om & Gas Tax Q. 224 (1956). 

150 Proposed Reg. Sec. 1.165-3(¢) (1956). 

151 Proposed Reg. Sec. 1.165-1(a)(2) and (ce) (1956); Rev. Rul. 54-581, 1954-2 Cum. 
Butt. 112. 

152T.R.C. § 165. This is, of course, true as to most property investments other than 
securities. 

153 Helvering v. Canisteo Mining Co., 76 F.2d 378 (8th Cir. 1935) ; Oliver Iron Mining 
Co., 18 T.C. 416 (1949); L. M. Fisher, 14 T.C. 792 (1950) ; A. A. Byerlein, 13 T.C. 1085 
(1949) ; W. F. Horsting, 5 TCM 421 (1946) ; Berkshire Oil Co., 9 T.C. 903 (1947). 

154 ©, C. Harmon, 1 T.C. 40 (1942) ; Harvey A. Heller, 1 T.C. 222 (1942); Heller Co., 1 
TCM 256 (1942) ; G.C.M. 3890, VII-1 Cum. BuLL. 168 (1928). 
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if the taxpayer could have taken the deduction for worthlessness in 
an earlier year, he may be denied it in the year when his operating 
rights are actually terminated.’ As to a fee interest, it is usually 
difficult to establish worthlessness without actual abandonment ; *** 
and with a fee interest there is often some question as to what consti- 
tutes an abandonment.’ With regard to a royalty interest, worth- 
lessness may sometimes be established by the action of the lessee.** 

Mere unsuccessful drilling for oil does not in itself establish worth- 
lessness of a property.’*® But worthlessness may be established when 
it appears that the drilling of dry holes on or in the vicinity of the 
tract in question may in the circumstances be reasonably regarded 
as condemning the value of the property.’ And in the case of a pro- 
ducing property, worthlessness has been recognized when it became 
commercially unprofitable to continue to operate.’™ 

B. ‘‘Farm-out.’’ When a tract of land in which the investor owns 
the oil and gas operating interest still offers propects for discovery 
of a new deposit or for development or further development of a 
known deposit, but the investor is disinclined to invest any more 
capital in the project yet would like to share in any future produc- 
tion, he may be able to achieve such objective by ‘‘farming-out’’ his 
operating rights. The term ‘‘farm-out’’ is commonly used to de- 
scribe an arrangement by which the owner of an operating interest 
assigns such interest to another party in consideration of the latter’s 
undertaking to explore and/or develop the tract.’ Usually, though 
not necessarily, the assignor reserves a continuing non-operating in- 
terest, such as an overriding royalty or net profits interest, out of the 
share of production to which the operating interest was initially 
entitled, and sometimes the assignor may also receive an immediate 
cash payment as a bonus for making the assignment. 

When an investor thus disposes of an operating interest by a 


155 Reed’s Estate v. Scofield, 186 F.2d 133 (5th Cir. 1951), affirming per curiam, 89 
F.Supp. 847 (W.D.Tex. 1950). 

156 Louisiana Land & Exploration Co. v. Comm’r, 161 F.2d 842 (5th Cir. 1947). 

157 Rodes v. Comm’r, 100 F.2d 966 (6th Cir. 1939); John R. Hopkins, 15 T.C. 160 
(1950) ; Comm’r v. Peterman, 118 F.2d 973 (9th Cir. 1941); cf. Helvering v. Nebraska 
Bridge Supply & Lumber Co., 312 U.S. 667 (1940), reversing per curiam 115 F.2d 288 (8th 
Cir. 1940). 

158 James Petroleum Corp. v. Comm’r, 238 F.2d 678 (2d Cir. 1956), cert. denied, 353 
U.S. 910, (1957) ; A. Finston, 15 TCM 1048 (1956). 

159 Louisiana Land & Exploration Co. v. Comm’r, supra note 156. 

160 E, H. Moore, 1 TCM 239 (1942); C. C. Harmon, 1 T.C. 40 (1942). 

161 Chaparral Oil Co., 43 B.T.A. 457 (1941), in which the lessee retained title to the 
lease and subsequently assigned it to another operator for a small consideration. 

162 WILLIAMS AND MYERS, MANUAL OF O1L & Gas TERMS 93 (1957) ; Rex Oil & Gas Co. v. 
Busk, 335 Mich. 368, 56 N.W.2d 221 (1953). 
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farm-out, reserving a continuing non-operating interest, the trans- 
action is usually treated for federal income tax purposes as a sub- 
leasing.’®** Therefore, on such transaction no gain or loss is recog- 
nized with respect to any appreciation or decline in the fair market 
value of the property; *** but any bonus received by the assignor, 
like the bonus received by an original lessor on the granting of a 
lease, is immediately taxable as an advanced royalty subject to a 
depletion allowance, which allowance may later have to be restored 
to income in the event that the assignee later surrenders the working 
interest without having obtained production.*® Of course, such over- 
riding royalties or other payments which the assignor may subse- 
quently receive in respect of his reserved non-operating interest will 
be taxable to him as gross income from such property, as in the case 
of any other owner of a non-operating interest.’ 

C. Sale. The investor in oil and gas properties, like the investor 
in securities, may from time to time have occasion to sell certain of 
his holdings. Unlike securities, however, oil and gas properties are 
generally much more difficult to liquidate without sacrifice in value, 
and the investor may have to accept terms or otherwise make the 
sale in a way and at times dictated by the circumstances. For federal 
income tax purposes the sale of an oil and gas property is not dif- 
ferent in principle from the sale of any other property ; yet, as com- 
pared with a sale of securities, there are a number of special features 
to be considered, and there may be substantial differences in the 
ultimate tax results. 

1. Measure of gain or loss. The amount of the gain or loss recog- 
nized for federal income tax purposes on the sale of an oil and gas 
property is, as in the case of any other sale, determined by compar- 
ing the net sales price realized by the taxpayer with the taxpayer’s 
adjusted cost basis for the property. But in the case of an oil and 
gas property a peculiar situation may be presented in determining 
its adjusted basis because of percentage depletion. Adjustment must 
be made for depletion allowances, including after-1931 percentage 


163 G.C.M. 27322, 1952-2 Cum. BuLL. 62, in which the Service, to support such conelu- 
sion, referred to general principles enunciated in Burnet v. Harmel, 287 U.S. 103 (1932), 
and Palmer v. Bender, 287 U.S. 551 (1933). See also Otis A. Kittle, 21 T.C. 79 (1953), 
aff’d per curiam, 229 F.2d 313 (9th Cir. 1956) ; Hamme v. Comm’r, 209 F.2d 29 (4th Cir. 
1954), cert. denied, 347 U.S. 954 (1954). 

164 Ibid. 

165 Murphy Oil Co. v. Burnet, 287 U.S. 299 (1932); Palmer v. Bender, 287 U.S. 551 
(1933) ; Herring v. Comm’r, 293 U.S. 322 (1934) ; Proposed Reg. Sec. 1.612-3(a) (1956) ; 
Reg. 118, Sec. 39.23(m)—10(c) ; Douglas v. Comm’r, 322 U.S. 275 — 3; and Sneed v. 
Comm’r, 119 F.2d 767 (5th Cir. 1941). 

166 See discussion pp. 505-506 supra. 
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depletion where it exceeds cost depletion.*” It is possible, and not 
uncommon, for the aggregate of such depletion allowances to exceed 
the initial cost of the property plus adjustments for capitalized items 
recognized as additions to basis. If there is subsequent capitalization 
of expenditures, these must first be applied against the excess deple- 
tion allowances before a positive adjusted basis may be determined, 
but otherwise the adjusted basis is never reduced below zero.'® 

No upward adjustments to basis may be made for expenditures 
which have been expensed for tax purposes, even though the ex- 
penditures are of such a nature that the taxpayer had the choice of 
capitalizing or expensing them, such as intangible drilling costs.’ 

Where the sale is of an operating property and includes equip- 
ment, it is generally important to distinguish between the mineral 
property and the equipment in determining the adjusted basis and 
sometimes also with respect to the sales proceeds. The first is neces- 
sary wherever the aggregate of depletion allowances and other 
downward adjustments to basis have exceeded the aggregate of 
items capitalized as costs of the mineral property. For such excess 
should not be applied against costs of the equipment.'*° The second 
is necessary wherever the gain or loss on the equipment may be sub- 
ject to different tax treatment than the gain or loss on the mineral 
property, as, for example, where the one had been held for more 
and the other for less than six months. 

Where only part of a property is sold, an allocation of the adjusted 
cost must generally be made between the part sold and the part re- 
tained, and gain or loss thus determined in respect of the part sold.1™ 
The allocation is generally made in proportion to the relative fair 
market values of the two parts at the date of their separation.” 

2. Kind of gain or loss. For tax purposes a particular oil and gas 
property may, depending upon its nature and the circumstances, be 
classified as a so-called ‘‘section 1231 asset’’ or a capital asset or a 
‘*dealer’’ asset and/or as property qualifying under section 632. 

a. Section 1231 asset. If the property sold is an operating interest 
which the investor has held for more than six months, it should ordi- 
narily qualify as ‘‘ property used in the trade or business’’ under sec- 


167 I.R.C. § 1016(a) (2) ; Reg. See. 1.1016-3(a) (3) (1955). 

168 G.C.M. 22239, 1940-2 Cum. Buu. 105; G.C.M. 17760, 1937-1 Cum. Bux 102; 
Beulah B. Crane, 3 T.C. 585 (1944), rev’d on other issues, 331 U.S. 1 (1947). 

169 Reg. Sec. 1.1016—2 (1955). 

170 G.C.M. 22239, 1940-2 Cum. But. 105. 

171 Columbia Oil & Gas Co. v. Comm’r, 118 F.2d 459 (5th Cir. 1941) ; G.C.M. 23623, 1943 
Cum. BULL. 313. 

172 Ibid. 
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tion 1231, provided that the investor is not regarded as a ‘‘dealer’’ 
with respect to such property.’ If the property so qualifies, any 
gain or loss on its sale is netted with all other gains and losses from 
sales of section 1231 assets during the taxable year; if the result is 
a net gain, it is included in income as a long-term capital gain; if the 
result is a net loss, it is deductible as an ordinary loss.’ 

If the property is a non-operating interest, such as a royalty, it 
may or may not qualify as ‘‘ property used in the trade or business’’ 
under section 1231, depending apparently on the particular circum- 
stances.’ 

b. Capital asset. If an oil and gas property does not qualify as 
a section 1231 asset and the investor is not regarded as a dealer with 
respect to such property, it falls, by process of elimination, into the 
category of a ‘‘capital asset.’’?"° Thus a non-operating interest, 
such as a royalty interest, if not treated as ‘‘property used in the 
trade or business,’’ would normally be classified as a capital asset ;17 
and so might an operating interest that has been held for less than 
six months. In such case, gain or loss on the sale would be treated as 
capital gain or loss, long-term or short-term depending upon the 
holding period. 

c. Dealer asset. Ordinarily, an investor in oil and gas properties 
will not be regarded as a dealer, especially where he is engaged pri- 
marily in developing the properties.’ Dealer status is ordinarily 
applied only to persons who make the selling of properties a regular 
course of business.’”® In the words of the statute, he would have to be 
regarded either as holding the property ‘‘primarily for sale to cus- 
tomers in the ordinary course of his trade or business’’ or as holding 


173 I.T. 3693, 1944 Cum. BULL. 272. 

174 T.R.C. § 1231. Where a partnership realizes gain or loss from the sale of section 1231 
assets, it has been held that the distributive share therein of each partner reportable in a 
particular taxable year must be netted with such partner’s own individual gains or losses 
from the sale of section 1231 assets during such year in order to determine whether he has 
an over-all net long-term capital gain or an over-all net ordinary loss under section 1231. 
Comm’r vy. Ammann, 228 F.2d 417 (5th Cir. 1956) ; Comm’r vy. Paley, 232 F.2d 915 (9th 
Cir. 1956), cert. denied, 352 U.S. 838; Mae E. Townend, 27 T.C. 99 (1956). 

175 N, A. Farry, 13 T.C. 8 (1949) ; I.T. 3693, 1944 Cum. BuLL. 272; cf. Dunlap v. Old- 
ham Lumber Oo., 178 F.2d 781 (5th Cir. 1950) ; Fahs v. Crawford, 161 F.2d 315 (5th Cir. 
1947). 

176 I.R.C, § 1221; Rev. Rul. 55-526, 1955-2 Cum. Buu. 574. 

177 Chadwell v. United States, 54-1 U.S.T.C. J 9120 (W.D.Okla.) ; J. E. Thompson, 7 
TCM 612 (1948). 

178 Faran v. Comm’r, 165 F.2d 705 (5th Cir. 1948) ; J. E. Thompson, 7 TCM 612 (1948) ; 
R. W. Milner, Jr., 10 TCM 1062 (1951) ; Vern W. Bailey, 21 T.C. 678 (1954) ; George 8. 
Engle, 13 TCM 520 (1954). 

179 Greene v. Comm ’r, 141 F.2d 645 (5th Cir. 1944), cert. denied, 323 U.S. 717 (1944). 
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the property as ‘‘stock in trade.’’ *° While there is no precise test 
for determining such factual conclusion, it is in general to be judged 
from some of the following circumstances: the frequency and regu- 
larity of sales; efforts or absence of efforts in promoting sales ; prox- 
imity of sales to purchases; intent and purpose in acquiring the 
properties; the general history of the properties; and the manner 
and circumstances of the sales."*' It is possible that a taxpayer may 
be considered a dealer with respect to certain properties which he 
sells, but not so as to others.**” 

In the event that the investor should be considered a dealer with 
respect to an oil and gas property which he sells, his gain or loss on 
the sale would be treated as ordinary gain or loss."** 

d. Section 632. A special provision, section 632 of the Code, the 
history of which dates back to 1918, places a limitation on surtax in 
the case of a bona fide sale by an individual taxpayer of any oil or gas 
property where the principal value has been demonstrated by pros- 
pecting or exploration or discovery work done by the taxpayer. In 
such case, the portion of surtax imposed by section 1 of the Code may 
not exceed 30 per cent of the selling price of the property. Since the 
normal tax amounts to three per cent, the effect of this provision is 
to limit the total federal income tax in such case to 33 per cent of the 
selling price. According to the Proposed Regulations, this provision 
has application only where prior to the taxpayer’s efforts the prop- 
erty had relatively minor value." 

There would be no occasion to invoke this provision in any case 
where the gain is taxed as long-term capital gain, but it might some- 
times prove beneficial where the property sold has been held for less 
than six months or where for any other reason long-term capital 
gain treatment is denied, provided, of course, that the facts meet the 
statutory requirements. 

3. Nature of transaction. The foregoing observations as to the rec- 
ognition, measure, and treatment of gain or loss on the sale of an oil 
and gas property have reference to transactions which are for fed- 


180 I.R.C. §§ 1221 and 1231. 

181 Dunlap v. Oldham Lumber Co., 178 F.2d 781 (5th Cir. 1950) ; Beck v. Comm’r, 179 
F.2d 688 (7th Cir. 1950); Harriss v. Comm’r, 143 F.2d 279 (2d Cir. 1944); Rubino v. 
Comm’r, 186 F.2d 304 (9th Cir. 1951), cert. denied, 342 U.S. 814 (1951); W. T. Thrift, 
Sr., 15 T.C. 366 (1950) ; Albert Winnick, 17 T.C. 538 (1951). 

182 Baron Kidd, 7 TCM 685 (1948) ; W. E. Hicks, 9 TCM 1088 (1950) ; P. A. Davis, 11 
TCM 704 (1952). 

183 Greene v. Comm’r, 141 F.2d 645 (5th Cir. 1944), cert. denied, 323 U.S. 717 (1944) ; 
William F. Horsting, 5 TCM 421 (1946) ; Gutkowsky v. Jones, 100 F.Supp. 852 (W.D.Okla. 
1951) ; H. E. Gerke, 13 TCM 434 (1954). 

184 Proposed Reg. Sec. 1.632-1 (1956). 
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eral income tax purposes regarded as sales; but sometimes a trans- 
action which is described as a sale for purposes of conveyancing may 
be regarded differently for tax purposes and have different tax con- 
sequences. 

When an investor sells his entire interest in an oil and gas prop- 
erty for cash, payable in full at the closing, there can be little or no 
doubt that he has made a sale for tax purposes as well as from the 
standpoint of legal conveyancing. But where the investor sells only 
a part of his interest in the property, excepting or reserving part, or 
where payment of the sales price is deferred in whole or in part, and 
especially where the price is to be measured in whole or in part by 
subsequent production from the property, questions may arise as to 
the real nature of the transaction and how it should be regarded for 
tax purposes. 

a. Sale or lease. Where a transfer is made in the form of a sale of 
the transferor’s entire interest in an oil or gas property, and as part 
of the consideration the transferor is to receive future payments 
measured by production and continuing for the economic life of the 
mineral deposit, it may be asked whether in reality the transaction 
should be regarded as a sale or as a lease. The Service has ruled that 
whenever the transferor retains a royalty interest in the property, 
the transaction is to be treated for tax purposes as a lease.’® It 
would appear from the language of this ruling that future payments 
measured by production and continuing for the life of the deposit 
would for this purpose be regarded as a royalty interest. 

The courts, however, have generally applied another test in cases 
of this kind. If the predominant purpose of the transfer is to secure 
development and exploitation of the mineral deposit, the purported 
sale is, for tax purposes, to be treated as a lease, but not so, if the 
main purpose is something else, consistent with the economic con- 
cept of a sale.'** In determining the predominant purpose, the courts 


185 G.C.M. 27322, 1952-2 Cum. BuLL. 62. The Service contends this ruling is supported 
by general principles enunciated in United States Supreme Court decisions dealing with 
bonuses received on the granting or assigning of ordinary oil and gas leases, citing, among 
other decisions, Burnet v. Harmel, 287 U.S. 103 (1932) ; Bankers Pocahontas Coal Co. v. 
Burnet, 287 U.S. 308 (1932) ; Murphy Oil Co. v. Burnet, 287 U.S. 299 (1934) ; Herring v. 
Comm ’r, 293 U.S. 322 (1934) ; and Palmer v. Bender, 287 U.S. 551 (1933). 

186 West v. Comm’r, 150 F.2d 723 (5th Cir. 1945), cert. denied, 326 U.S. 795 (1945) ; 
Arthur N. Trembly, 7 TCM 972 (1948) ; Arthur E. Moreton, 11 TCM 478 (1952) ; Barker 
v. Comm’r, 53-1 U.S.T.C. J 9125 (1953), reversing 24 T.C. 1160 (1954) ; Crowell Land & 
Mineral Corp. v. Comm ’r, 242 F.2d 864 (5th Cir. 1957) ; Gowans v. Comm’r, 246 F.2d 448 
(9th Cir. 1957); Maude W. Olinger, 27 T.C. 93 (1956); Charles H. Remer, 28 T.C. 85 
(1957) ; Albriton v. Comm’r, 248 F.2d 49 (5th Cir. 1957); Otis A. Kittle, 21 T.C. 79 
(1953). : 
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have considered, among other factors, the relative size of the lump- 
sum initial payment compared with the expected future payments, 
the relation of the lump-sum payment or of the fixed sales price to 
the known reserves, and the existence or absence of an obligation in 
the transferee to develop and exploit the deposit."** 

Where a transfer in the form of a sale purports merely to convey 
a part of the transferor’s interest in the mineral property, reserving 
to the transferor an actual royalty, the grounds for treating the 
transaction as a lease for tax purposes would seem particularly 
strong, in spite of two instances in which the Tax Court has upheld 
such transactions as sales where the royalties appeared relatively 
unimportant and where the Court found that the predominant pur- 
pose was not development.’** It is to be noted that in upholding as 
sales transfers involving future payments measured by production 
the Courts of Appeals for the Fifth and Ninth Circuits emphasized 
that the transferors had not retained any economic interest in the 
mineral in place.**® 

If a purported sale is held to be a lease for tax purposes, the trans- 
action is treated like a farm-out. 1° The lump-sum payment is taxed 
as a bonus or advanced royalty, and the subsequent payments meas- 
ured by production are in due course taxed as regular royalties, sub- 
ject in both instances to depletion allowances. Otherwise, no taxable 
gain or loss is recognized. 

If a purported sale is recognized as such for tax purposes, gain or 
loss is normally recognized and treated for tax purposes as explained 
in the earlier discussion of sales.*** And if the transferor is not re- 
garded as having retained an economic interest in the mineral in 
place, it would seem that the future payments measured by produc- 
tion should, like the lump-sum payment, be treated as sales pro- 
ceeds.'* 

b. Sale of part of property or of the whole. Where in selling an oil 
and gas property the investor either reserves a production payment 
or otherwise provides for future payment to him of a stated sum 
based on production, how should such transaction be treated for tax 
purposes? The answer will depend upon the particular cireum- 
stances. 


187 Ibid. 
188 Arthur N. Trembly and Arthur E. Moreton, both note 186 supra. 
189 Crowell Land & Mineral Corp. v. Comm’r, and Gowans v. Comm’r, both note 186 
supra. 
190 See discussion pp. 514-515 supra. 
191 See discussion pp. 515-518 supra. 
192 Helvering v. Elbe Oil Land Development Co., 303 U.S. 372 (1938). 
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Where there is an actual reservation of a production payment, the 
investor will ordinarily be regarded as having sold merely a part of 
his property and having retained a part, i.e., the production pay- 
ment, provided that the terms are such that he can look only to future 
extraction of oil and/or gas for discharge of the production pay- 
ment.'** If there is an alternative source of payment, such as pro- 
ceeds which the vendee may realize upon a resale of the property, 
the transaction is likely to be treated as a sale of the entire property, 
with the reservation of the production payment treated merely as 
security for payment of a deferred portion of the sales price.™ 

Where there is no actual reservation of a production payment, but 
the vendor is entitled to future payment of a stated sum based on 
production, the transaction may still be regarded for tax purposes 
as a Sale of part of the property and retention of part, 7.e., a produc- 
tion payment, if the vendor’s right to receive the stated sum out of 
production is enforceable against the property itself and solely from 
extraction of the mineral. But if the right is dependent merely on a 
personal covenant of the vendee, the transaction is likely to be 
treated as a sale of the entire property with a portion of the sales 
price deferred and merely measured by production.’® 

In general, the tests are the same as those to be applied in deter- 
mining whether or not the rights retained by the vendor constitute 
an economic interest in the mineral in place for depletion pur- 
poses.**° 

c. Sale of part of property or assignment of income; production 
payment. Where the investor sells a production payment out of a 
larger interest in an oil and gas property, the question is presented 
whether the transaction is, for tax purposes, to be regarded as a sale 
of a capital investment or as an anticipatory assignment of income. 
The Supreme Court has held that although a production payment is 
under local law an interest in land, the assignment may nevertheless 
be in substance an anticipatory assignment of income, where the 
consideration received is ‘‘essentially a substitute for what would 
otherwise be received at a future time as ordinary income.’’ 1” 

For some years this kind of transaction has been a subject of con- 
troversy. The Service in 1946 had ruled that consideration, not 
pledged for development, received from the assignment of a short- 


193 Thomas v. Perkins, 301 U.S. 655 (1937). 

194 Anderson v. Helvering, 310 U.S. 404 (1940). 

195 Helvering v. O’Donnell, 303 U.S. 370 (1938). 

196 See discussion pp. 506-508 supra. 

197 Comm’r v. P. G. Lake, Ine. with which were consolidated Comm’r v. Wrather, Comm’r 
v. Weed, Scofield v. O’Connor, and Comm’r v. Fleming, 356 U.S. 260 (1958). 
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lived production payment, having a duration of less than two years, 
carved out of any type of depletable interest in oil and gas in place 
is ordinary income, subject to depletion allowance, and in 1950 had 
extended this holding to include also long-lived production pay- 
ments, the theory being that such a transaction is essentially an as- 
signment of expected income for a fixed or determinable period of 
time and is analogous also to the receipt of a cash bonus or advanced 
royalty on the granting of a lease.1** In 1955 the Court of Appeals 
for the Fifth Circuit rejected the Service’s view as to production 
payments with an estimated duration of nine to thirteen years, but 
in 1956 upheld it where the duration of an assigned production pay- 
ment was less than two years, the test apparently being ‘‘ whether 
such transfer is for a substantial interest in the total property owned 
by the transferor.’’ '*° Later, in 1957, the same Court again rejected 
the Service’s views as to production payments having estimated 
durations of three years or more. These last decisions were reversed 
by the Supreme Court. 

The recent Supreme Court decision is silent as to any distinction 
between short-lived and long-lived production payments. The par- 
ticular production payments with which it was concerned were in 
most of the cases of relatively short estimated duration. In holding 
that the consideration received for such assignments was ‘‘taxable 
as ordinary income, subject to depletion,’’ the Court reasoned that 
such a transaction was not in substance a conversion of a capital in- 
vestment entitled to capital gain treatment, but was in substance a 
conversion of ‘‘future income into present income,’’ emphasizing 
that ‘‘the pay-out... could be ascertained with considerable accu- 
racy’’ and that the cash or other consideration received was, after 
adjustment for interest, ‘‘equal to the amount of income to accrue 
during the term of the assignment.’ 7° 

In one case involving an assignment of a production payment with 
a duration of about five years, the Court of Appeals for the Ninth 
Circuit has held that the income therefrom as it arose was taxable to 


198 G.C.M. 24849, 1946-1 Cum. BuLL. 66, as supplemented by I.T. 3935, 1949-1 Cum. 
Butt. 39, and I.T. 4003, 1950-1 Cum. BuL. 10. In the latter two rulings it was also held 
that where there is a donative, carved-out assignment of a production payment, the trans- 
action is also considered as an assignment of future income and that such income as it 
arises is taxable to the donor as depletable income. 

199 Caldwell v. Campbell, 218 F.2d 567 (5th Cir. 1955) (involving long-lived production 
payments) ; Comm’r v. Hawn, 231 F.2d 340 (5th Cir. 1956) (involving a short-lived pro- 
duction payment) ; see also Rudco Oil and Gas Co. v. United States, 82 F.Supp. 746 (Ct.Cl. 
1949). 

200 Comm’r vy. P. G. Lake, Inc., supra note 197. 
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the assignor, on the theory that the transaction was in effect a loan 
and mortgage arrangement.” 

Before it was known that the Supreme Court would be passing on 
this question, it had been suggested that the controversy should be 
resolved for the future by new legislation generally along the lines 
of the Service rulings.” 

By removing the uncertainty which previously existed with re- 
spect to transactions of this kind, the Supreme Court decision should 
help investors in oil and gas ventures in planning their commitments 
and in carrying out, and possibly accelerating, the development of 
their properties. If during a particular year any participant finds 
that his deductions are likely to exceed his ordinary income, he may 
anticipate income from the future to match such excess of deduction 
by selling a production payment out of his interest in the property 
or out of a different property.*” 

To be distinguished from the transactions ruled upon by the Su- 
preme Court in Lake and related cases, is the so-called ‘‘ ABC trans- 
action,’’ where the owner of an oil and gas property sells to one 
party the entire property, reserving a production payment, and then 
simultaneously or subsequently sells to another party the produc- 
tion payment. It does not appear that the Lake decision should have 
any bearing on such a sale. Any gain thereon should be treated as 
capital gain if it would have been so treated had there been only one 
vendee. 

4, Method of reporting gain on deferred payment sale. Where an 
oil and gas property is sold on a deferred payment basis, and the 
transaction is recognized as a sale for tax purposes, the reporting 
of gain, if any, should be governed by the rules applicable to deferred 
payment sales generally.*™ 


201 Comm’r v. Slagter, 238 F.2d 901 (9th Cir. 1956). 

202 H.R. 9559, 84th Cong., 2d Sess. (1956) ; SECTION oN TaxaTION, A.B.A. Rep. 114 
(1956). 

203 See discussion pp. 527-530 infra, concerning situations where an excess of deductions 
over ordinary income might otherwise be partly or entirely wasted. 

204 For example, where the requirements of section 453 of the Code are met, the install- 
ment method should be available at the taxpayer’s election. (Walker v. Comm’r, 63 F.2d 346 
(5th Cir. 1933), cert. denied, 290 U.S. 651 (1933) ; Portland Oil Co., 38 B.T.A. 757 (1938) ). 
If the taxpayer is on a cash basis, he should not be required to report gain until the amount 
realized in cash or the equivalent of cash exceeds his adjusted cost basis for the property 
sold (H. W. Johnston, 14 T.C. 560 (1950) ; United States v. Christine Oil & Gas Co., 269 
Fed. 458 (1920)), but there would be the question whether the obligations of the pur- 
chaser should be regarded as the equivalent of cash (Howard Veit, 8 TCM 919 (1949) ; 
Siegmund Schaal, 12 TCM 1311 (1953) ; Courtis, 16 TCM 443 (1957) ; E. P. Greenwood, 
34 B.T.A. 1209 (1936) ; G.C.M. 1387, VI-1 Cum. BULL. 48 (1927) ; cf. G.C.M. 3350, VII-1 
Cum. Buu. 62 (1928) ; Old Colony Trust Co., Ex’r, 12 B.T.A: 1334 (1928)). Where the 
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D. Gift. An oil and gas property may be disposed of by gift. As in 
the case of any other gift, no gain or loss is recognized on such a 
transaction for federal income tax purposes.” And if the donee 
qualifies as a charitable organization within the scope of section 
170(¢c) of the Code, the donor may, in computing his taxable income, 
take a deduction in an amount equal to the fair market value of the 
donated property,” subject to the usual limitation on deductions for 
charitable contributions.” 

In making gifts to charity there is generally a tax advantage in 
donating property that has a low cost basis in relation to its fair mar- 
ket value. Consequently, an oil and gas property may be particularly 
suited for this purpose where the investor has developed it, expens- 
ing intangible drilling costs, and has operated it for a number of 
years, taking percentage depletion allowances. In some circum- 
stances it is even possible that by donating a property to charity an 
investor might actually net, after taxes, more than he could by sell- 
ing the property.?” Also, since an oil and gas property may be do- 
nated subject to the reservation of a production payment, it should 
not be difficult to control the amount of the donation to accord with 
the limitation on charitable deductions. 

As to the limitation on charitable deductions, it should be remem- 
bered that in any particular year this will be affected not only by the 
size of the donor’s gross income, but also by the deductions which 
must be subtracted from his gross income in arriving at his ‘‘ad- 
justed gross income.’’ 2°° Such deductions include trade and business 
deductions, and ordinarily, intangible drilling costs and other de- 
ductions, including depletion and depreciation allowances, in re- 
spect of oil and gas properties would come within this category.” 
Therefore, if and when an investor decides to dispose of an oil and 
gas property by gift to a charity, he should select a year in which his 


sales price and deferred payments are in part contingent upon future events, such as 
future production or net profits from the property, it would seem that the contingent obli- 
gations of the purchaser should not be included in the measure of gain, at least until they 
cease to be contingent (W. A. Cluff, 17 T.C. 225 (1958)). 

205 Campbell v. Prothro, 209 F.2d 331 (5th Cir. 1954) ; White v. Broderick, 104 F.Supp. 
213 (D.Kan. 1952) ; Rev. Rul. 55-410, 1955-1 Cum. Bu... 297. 

206 Reg. Sec. 1.170-1(b) (1955). 

207 T.R.C. § 170(b). 

208 For example, where the property has a zero adjusted cost basis and where the investor 
has ordinary income which would otherwise be taxable at rates in excess of 75 per cent and 
the portion of his total income so taxable equals or exceeds the fair market value of the 
property in question. 

209 T.R.C. § 62. 

210 Reg. Sec. 1.62—1(¢) (1), (6), (7), and (8) (1955); Wasson v. United States, 56-2 
U.S.T.C. 7 9886 (N.D.Tex. 1956). 
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other deductions in respect of oil and gas ventures are not too great 
in relation to his gross income. 

E. Exchange. Still another way in which an investor might dispose 
of an oil and gas property is to exchange it for another property. 
Section 1031 of the Code provides that if property held for produc- 
tive use in the trade or business or for investment, other than prop- 
erty held primarily for sale and other than securities, is exchanged 
for property of a like kind, to be held either for productive use in 
trade or business or for investment, no gain shall be recognized, ex- 
cept to the extent of any cash and the fair market value of any prop- 
erty not of a like kind received as part of the exchange, and that no 
loss shall be recognized in any event.” 

For the purpose of this provision, any real estate has generally 
been regarded as of ‘‘like kind’’ with any other real estate, and it 
is immaterial that the one may be improved and the other unim- 
proved.” Since most interests in oil and gas in place are either real 
estate under local law or deemed to be real estate for federal income 
tax purposes,”"* it should follow that not only may operating oil and 
gas properties be exchanged for one another tax-free, but an operat- 
ing property may be exchanged tax-free for a royalty interest, or 
vice versa, or either one may be exchanged tax-free for a mineral fee. 
Further, it has been held that an oil and gas property may be ex- 
changed tax-free for another type of real estate, such as a ranch or 
even a city lot.?"* But the exchange of a production payment carved 
out of a larger interest, although it may constitute real estate under 
local law, may not be exchanged tax-free for other real estate ‘‘ where 
the effect under the tax laws is a transfer of future income’’ from 
the property out of which it is carved.?” 

Where a tax-free exchange under section 1031 is effected, there is 


211 Where the property exchanged is subject to any indebtedness, the transferor is for 
this purpose regarded as receiving cash equal to the amount, if any, by which such indebted- 
ness exceeds the indebtedness, if any, to which the property received is subject. I.R.C. § 
1031(d) ; Reg. See. 1.1031(d)-2 Example (2) (1955). 

212 Reg. See. 1.1031(a)-1(b) (1955). To be distinguished from exchanges of property 
‘¢of like kind’’ under section 1031 of the Code are involuntary conversions of property 
under section 1033 into ‘‘ property similar or related in service or use.’’ The latter phrase 
has been construed more narrowly; for example, improved real estate is not regarded as 
‘“similar’’ to unimproved real estate. Reg. See. 1.1033(a)-2(e) (9) (i) (1955). But that 
does not mean such properties are not ‘‘ of like kind’’ under section 1031. 

213 T.T, 3693, 1944 Cum. Butt 272; Rev. Rul. 55-526, 1955-2 Cum. Bu. 574. 

2147,T, 4093, 1952-2 Cum. BuLu. 130; Comm’r v. Crichton, 122 F.2d 181 (5th Cir. 
1948) ; Fleming v. Campbell, 205 F.2d 549 (5th Cir. 1953). 

215 Comm’r v. P. G. Lake, Ine. with which was consolidated Comm’r v. Fleming, 356 U.S. 
260 (1958), reversing 241 F.2d 78 (5th Cir. 1957) ; Midfield Oil Co., 39 B.T.A. 1154 (1939) ; 
Kay Kimbell, 41 B.T.A. 940 (1940) ; and Bandini Petroleum Co., 10 TCM 999 (1951). 
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a substitution of cost basis, that is to say, the taxpayer’s adjusted 
cost basis for the property thus disposed of is carried over and be- 
comes his adjusted cost basis for the property received, decreased 
by the amount of any money received and increased by the amount 
of any gain recognized.”"* 

Where an operating interest, together with equipment, is as one 
unit exchanged for another operating interest with equipment, it 
would seem that the combined adjusted cost basis of the assets ex- 
changed must be allocated among assets received in proportion to 
the respective fair market values of the latter at the time of re- 
ceipt.?"7 Such an exchange may cause the investor to lose a part of 
the depreciation deductions to which he would have been entitled 
had he retained his original property. It may be possible to avoid 
such result by making separate exchanges—mineral property for 
mineral property and equipment for equipment. 


V. PartTicuLaR SITUATIONS 


A. Investor With Capital Gains. Sometimes an investor may be in 
the situation where his income for federal income tax purposes in a 
particular year consists largely of capital gains.?"* In such case, if he 
becomes entitled to ordinary deductions in respect of oil and gas 
ventures in an amount in excess of his ordinary income, may he use 
such excess deductions against his capital gains? The answer de- 
pends upon the amount of the excess deductions in relation to the 
amount of the capital gains. 

In computing taxable income, an excess of ordinary deductions 
over ordinary income may be used against capital gains, except in 
the computation of the alternative tax under section 1201. This sec- 
tion limits to 25 per cent the rate of tax applicable to capital gains, 
doing so by a specially prescribed computation under which no 
account may be taken of any excess of ordinary deductions.*"® 

In the case of an individual taxpayer, this means that if he has an 
excess of ordinary deductions equal in amount to 50 per cent of his 
capital gains, the individual’s taxable income will be reduced to 
zero, for he will also be entitled to the usual capital gain deduction 


216 I.R.C. § 1031(d). 

217 Ibid. But cf. E. C. Laster, 43 B.T.A. 159 (1940). 

218 The term ‘‘capital gains’’ as used herein without further qualification has reference 
to the excess of ‘‘net long-term capital gain’’ over ‘‘net short-term capital loss,’’ if any, 
the meaning of the latter terms being as defined in section 1222 of the Code. 

219 Rev. Rul. 56-247, 1956-1 Cum. Buu. 383; Well v. Comm’r, 229 F.2d 593 (6th Cir. 
1956). 
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amounting to 50 per cent of the capital gains.” Thus, he would get 
full tax benefit of the excess of ordinary deductions.””' But if and as 
the amount of the excess of ordinary deductions falls short of 50 per 
cent of the capital gains, the tax benefit varies until, after the excess 
deductions fall short of 25 per cent of the capital gains, the tax bene- 
fit may at some point disappear altogether, depending primarily 
upon the size of the capital gains.”*? The point of disappearance is 
reached where the tax computed in the regular way equals or exceeds 
25 per cent of the capital gains, for then the alternative tax computa- 
tion under section 1201 would yield an equal or more favorable result 
(even though in such computation the excess of ordinary deductions 
is disallowed.) **° 

In the case of a corporate taxpayer, this means that it is necessary 
for the excess of ordinary deductions over ordinary income to equal 
the full amount of the capital gains in order to obtain full tax bene- 


220 T.R.C. § 1202. 

221 Under these circumstances, it is possible for each $1 of excess of ordinary deductions 
to effect a tax-saving of 50 cents. See Case 1, note 223 infra. 

222 So long as the excess of ordinary deductions equals at least 25 per cent of the capital 
gains, the individual’s taxable income (because of the capital gain deduction) could never 
exceed 25 per cent of the capital gains; hence, regardless of the size of the gains, the reg- 
ular tax would be less than the alternative tax. Where the excess deductions are less than 
25 per cent of the capital gains, the break-even point would depend on the tax bracket for 
regular tax purposes, which in turn would depend primarily on the size of the gains, but 
also in part on whether a single or joint return is filed. 

223 The foregoing may be illustrated by the following examples. Assume an individual 
taxpayer and his wife who file a joint return for the year 1957 and who have net long-term 
capital gains over net short-term capital losses of $200,000 which, in the absence of an 
excess of ordinary deductions over ordinary income, would incur a tax of $50,000. 

Case 1. They have an excess of ordinary deductions, exclusive of capital-gain deduction, 
over ordinary income of $100,000. Their taxable income, after giving effect to both the 
excess of ordinary deductions and the eapital-gain deduction, would then be zero, and they 
would have no tax to pay. Thus, $100,000 of excess deductions applied against capital gains 
would save $50,000 in tax, i.e., the ratio of tax-saving to deduction would be 50 per cent. 

Case 2. Their excess of ordinary deductions is $50,000. Their taxable income would then 
be $50,000, and their tax, without benefit of section 1201, would be $20,300. Since this 
would be less than 25 per cent of their long-term capital gains, they would still have no 
occasion to invoke section 1201. The ratio of tax-saving ($29,700) to deduction ($50,000) 
would be about 60 per cent. 

Case 3. Their excess of ordinary deductions is $30,000. Their taxable income would then 
be $70,000, and their tax, without benefit of section 1201, would be $32,820. They would 
still have no occasion to invoke section 1201, and the ratio of tax-saving ($17,180) to de- 
duction ($30,000) would be about 57 per cent. 

Case 4. Their excess of ordinary deductions is $5,000. Their taxable income would then 
be $95,000. Their tax, without benefit of section 1201, would be $50,040, but with benefit 
of section 1201 it would be $50,000. In this instance, their excess of ordinary deductions 
would be completely wasted. 

Where the net long-term capital gains substantially exceed $200,000, the break-even point 
would be reached sooner. ; 
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fit ; and that if and as the excess of ordinary deductions falls short of 
such amount, the tax benefit gradually diminishes, again disappear- 
ing altogether at the point where the alternative tax under section 
1201 yields an equal or more favorable result.?* 

In summary, it may then be said that ordinary deductions arising 
from oil and gas ventures may in certain circumstances be used 
against capital gains, with a maximum tax-saving ratio in relation 
to the deductions of 50 per cent or more in the case of individual tax- 
payers and 25 per cent in the case of corporate taxpayers.** But 
this depends on the relative size of the net deductions to the capital 
gains, and lacking the right relation to the capital gains, an excess 
of ordinary deductions over ordinary income may be entirely wasted. 
It should be remembered that where an excess of ordinary deduc- 
tions is going to waste, this may sometimes be remedied if the in- 
vestor owns producing properties and anticipates future income 
therefrom by selling production payments.?”° 

B. Net Operating Loss Carryback or Carryover. In a particular 
year an investor may for federal income tax purposes have net ordi- 
nary deductions in respect of oil and gas ventures that exceed his 
income from other sources, including capital gains. May he then 
carryback or carryover to other years the unused portion of such 
deductions? 

Section 172 deals with ‘‘net operating loss,’’ permitting a carry- 
back to the three years preceding the year of loss and a carryover 
to the five years following such loss. But special adjustments are re- 


224 The differences in the case of a corporate taxpayer from that of an individual tax- 
payer are attributable in part to the fact that the capital gain deduction under section 
1202 is allowable only to individuals and not to corporations and in part to the fact that 
corporate income is for the most part taxed at flat, rather than progressive, rates. At 
present corporate tax rates, the break-even point is when the excess of ordinary deductions 
approximates 51 per cent of the capital gains. The corporation’s situation may be illus- 
trated by the following example. Assume a corporation which has for the year 1957 long- 
term capital gains of $1,000,000: 

Case 1. It has an excess of ordinary deductions over ordinary income of $1,000,000. Its 
taxable income would be zero, and it would have no tax to pay. The ratio of tax-saving to 
deduction would be 25 per cent. 

Case 2. Its excess of ordinary deductions is $600,000. Its taxable income would then be 
$400,000, and its tax, without benefit of section 1201, would be $202,500. Since this would 
be less than 25 per cent of its long-term capital gains, there would be no occasion to invoke 
section 1201. The ratio of tax-saving to deduction would be less than eight per cent. 

Case 3. Its excess of ordinary deductions is $450,000. Its taxable income would then be 
$550,000. Its tax, without benefit of section 1201, would be $280,500, but with benefit of 
section 1201 it would be $250,000. In this instance its excess of ordinary deductions would 
be completely wasted. 

225 See examples, notes 223 and 224 supra. 

226 See discussion p. 523 supra. 
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quired in computing loss for such purpose and in determining the 
amount which may be carried from one year to another.*”” The most 
significant effect of these adjustments is to reduce the amount of the 
unused deductions that may be carried from one year to another by 
the amount of any capital gain deduction otherwise allowed to the 
taxpayer under section 1202. 

This means that in the case of an individual taxpayer, if he has 
substantial net long-term capital gains in the year of loss or in any 
of the years through which the loss must be carried, he is not likely 
to get much benefit by way of carryback or carryover.** In the case 
of an individual taxpayer, who has no significant net long-term cap- 
ital gains in the years involved, or in the case of a corporate tax- 
payer unused ordinary deductions with respect to oil and gas ven- 


227In the case of taxpayers other than corporations, the adjustments to be made in 
computing net operating loss under section 172 include the elimination of (1) any net 
operating loss deduction, i.e., any ecarryback or carryover from another year; (2) any de- 
duction for net capital losses or any deduction for long-term capital gains under section 
1202; (3) any deduction under section 151, relating to personal exemptions; and (4) any 
other deductions not attributable to the taxpayer’s trade or business to the extent that 
they exceed gross income not derived from such trade or business. For the purpose of the 
last mentioned adjustment, it is provided in section 172(d) (4) that any gain or loss from 
the sale or other disposition of depreciable property used in a trade or business or from real 
property used in a trade or business shall be treated as attributable to the trade or business, 
and also that no account is to be taken of any deduction allowable under section 165(¢) (3), 
relating to casualty losses. 

In the case of corporate taxpayers, the adjustments to be made in determining net oper- 
ating loss include the elimination of (1) any deduction for net operating loss from any 
prior or subsequent year; (2) any deduction under section 242, relating to partially tax- 
exempt interest, or section 922 relating to Western Hemisphere Trade corporations; and 
(3) the limitations provided in sections 246(b) and 247 on deductions otherwise allow- 
able under sections 243, 244, and 245, relating to dividends received. 

The order in which a net operating loss from one year is to be applied in others is a 
sequence beginning with the earliest year. In determining the extent to which such loss is 
deemed to be used in each year to which it is carried, section 172(b) provides that the 
taxable income for such year shall be reecomputed, eliminating in the case of non-corporate 
taxpayers, any deduction for net capital losses, any deduction for long-term capital gains 
under section 1202, and any deduction for personal exemptions under section 151, and in 
the case of corporate taxpayers, any deductions under section 242, relating to partially 
tax-exempt interest, or under section 922, relating to Western Hemisphere Trade corpora- 
tions. 

Prior to the enactment of the 1954 Code, net operating loss earrybacks or carryovers had 
also to be adjusted downward with respect to tax-exempt interest and the excess of per- 
centage depletion over cost depletion. Such adjustments were eliminated by the 1954 Code. 

Also, prior to the enactment of the 1954 Code, it had been held that in the ease of non- 
corporate taxpayers losses sustained on the sale of property used in a trade or business 
could not be included in the computation of a net operating loss. Joseph Sic, 10 T.C. 1096 
(1948), 177 F.2d 649 (8th Cir. 1949), cert. denied, 339 U.S. 913 (1950). The special pro- 
vision in section 172(d) (4) (A) was designed to overrule such holding. 

228 But such situation may sometimes be remedied by anticipating future income through 
sale of a production payment. See discussion p. 528 supra and p. 523 supra. 
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tures may be carried back or carried forward with relatively little, 
if any, penalty. 

A net capital loss from sale or other disposition of oil and gas 
properties would, of course, be treated separately from unused ordi- 
nary deductions. Under section 1212 a net capital loss could be car- 
ried forward for five years. 

C. Limitation On Deductions In Case Of Continuous Deficits. In 
the case of an individual taxpayer, section 270 limits the amount of 
deductions which such taxpayer may take for continuous deficits of 
a trade or business. If for each of five consecutive years the individ- 
ual’s deductions, other than specially treated deductions, attribu- 
table to a trade or business exceed by more than $50,000 the gross 
income therefrom, his deductions in respect of such trade or busi- 
ness are limited to $50,000 in each such year.”*® The specially treated 
deductions, which are not taken into account for such computation, 
include taxes, interest, casualty and abandonment losses, and ‘‘ex- 
penditures as to which taxpayers are given the option, under law or 
regulations, either (1) to deduct as expenses when incurred or (2) 
to defer or capitalize.’’ °° This last category has been construed to 
include intangible drilling costs.?*! 

In applying the foregoing limitation, each trade or business car- 
ried on by the taxpayer should be considered separately, and it would 
appear that oil and gas ventures may be considered a separate trade 
or business from mining ventures if the respective ventures are con- 
ducted separately, and that each of several oil and gas ventures may 
be considered as a separate business if separately conducted and not 
closely interrelated.** Also, in applying the limitation of section 270 
to a particular oil and gas venture, there should be included in gross 
income any gains, and among deductions any losses, from sale of 
properties involved in the venture ; and apparently any capital gain 
deduction under section 1202 should be eliminated from the computa- 
tion.?%8 


229 The procedure involves recomputation of the individual’s taxable income for each of 
the years involved, and the statute of limitations is extended to permit the assessment of 
any resulting tax deficiencies. I.R.C. § 270(d). 

230 Also included among specially treated deductions are, in the case of farming busi- 
nesses, losses and expenses attributable to drought. 

231 Reg. Sec. 1.270-1(b) (4) (1955) ; Rev. Rul. 56-170, 1956-1 Cum. Bux. 155. Under 
the 1939 Code expensed intangible drilling costs were included in measuring the loss. Rev. 
Rul. 219, 1953-2 Cum. But. 181. 

232 Reg. Sec. 1.270-1(a) (4) (1955); Rev. Rul. 55-120, 1955-1 Cum. Buby. 382; Rev. 
Rul, 55-121, 1955-1 Cum. But. 382. 

233 Rev. Rul. 219, 1953-2 Cum. Bu. 181; J. M. McDonald, 23 T.C. 1052 (1955); Rev. 
Rul. 56-191, 1956-1 Cum. BULL. 636. 
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D. Personal Holding Company Income. Where the investor in oil 
and gas ventures is a closely-held corporation, it may be important 
to know how various types of income derived from oil and gas prop- 
erties may be classified under the provisions of section 543, relating 
to personal holding companies, and section 553, relating to foreign 
personal holding companies. 

Section 543(a) (8) provides that mineral, oil, or gas royalties shall 
constitute ‘‘ personal holding company income”’ unless such royalties 
constitute 50 per cent or more of the gross income of the corporation 
and the corporation’s deductions under section 162, relating to trade 
or business expenses, other than compensation for personal services 
rendered by shareholders, equal 15 per cent or more of the gross in- 
come. Section 553 provides that all royalties, whether or not mineral, 
oil, or gas royalties, shall constitute ‘‘foreign personal holding com- 
pany income.”’ 

The law is at present unsettled as to scope of the term ‘‘mineral, 
oil or gas royalties’’ as used in the definitions of personal holding 
company income. While royalties reserved to the fee owner on the 
granting of a lease are clearly included, there is uncertainty as to 
overriding royalties, production payments, and other revenue from 
non-operating interests created out of a lessee’s interest or created 
out of the mineral fee otherwise than by reservation under a lease.?** 
The corresponding provisions of the 1939 Code had been construed 
by the Regulations to exclude ‘‘overriding royalties,’’ which they 
defined as ‘‘amounts received from the sublessee by the operating 
company which originally leased and developed the natural resource 
property in respect of which such overriding royalties are paid.’’ ?* 
And it was also ruled that amounts collected on production payments 
which were not originally granted or reserved in a leasing transac- 
tion did not come within the meaning of ‘‘mineral, oil or gas roy- 
alties’’ for personal holding company purposes.” But in the Regu- 
lations under the 1954 Code a different concept has been intro- 
duced.”** The former statement as to exclusion of overriding roy- 


234 Kiesau Petroleum Corp., 42 B.T.A. 69 (1940); but cf. Pacific Gas & Fuel Co., 47 
B.T.A. 15 (1942) ; I.T. 2970, XV-1 Cum. Buu. 145 (1936). 

235 Reg. 118, Sec. 39.502-1(k). 

236 Rey. Rul. 55-194, 1955-1 Cum. BuLL. 434, citing G.C.M. 22730, 1941-1 Cum. But. 
214, and G.C.M. 24849, 1946-1 Cum. BULL. 66. 

237 Reg. Sec. 1.543-1(b) (11) (ii) (1955). Since section 543 was substantially a reenact- 
ment of the provisions of section 502 of the 1939 Code, it might be argued that Congress 
intended to use the term ‘‘ mineral, oil or gas royalties’’ as having the meaning established 
under Regulations 118. Corn Products Refining Co. v. Comm’r, 350 U.S. 46, 53 (1955) ; 
Norwegian Nitrogen Prod. Co. v. United States, 288 U.S. 294, 313 (1933) ; United States 
v. Leslie Salt Co., 350 U.S. 383 (1956). The Proposed Regulations would have provided 
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alties has been omitted. Instead, it is stated that ‘‘the term ‘mineral, 
oil or gas royalties’ means all royalties, including production pay- 
ments and overriding royalties received from any interest in min- 
eral, oil or gas properties.’’ However, as to overriding royalties and 
production payments, this new definition is to be applied only pros- 
pectively, that is, with respect to amounts received after September 
30, 1958. 

Bonus received by a fee owner on the granting of a lease has been 
held to constitute ‘‘royalty’’ income for personal holding company 
purposes ;*°5 as have minimum royalties, at least where the excess 
over the royalty owner’s current share in production is chargeable 
against his future share.** 

With respect to other categories of personal holding company 
income, it has been ruled that ‘‘rents’’ include delay rentals ;7*° and 
it has been held that ‘‘gains from the sale or exchange of stock or 
securities’’ do not include gains from the sale of oil and gas prop- 
erties.**1 

E. Secondary Recovery, Pressure Maintenance, and Cycling. In 
most oil deposits, sometimes called ‘‘reservoirs,’’ only a portion of 
the oil, gas, or liquid hydrocarbons condensed in gas can be extracted 
without supplementing the natural pressures in the ground by the 
injection of artificial pressures. Sometimes this is done only after 
the natural pressures have been largely dissipated, and the opera- 
tion is then described as secondary recovery. Sometimes it is done 
while the natural pressures are still strong, and such operation is 
then called pressure maintenance. And sometimes where gas con- 
taining condensed liquids (‘‘wet gas’’) is produced, the liquids are 
removed and the gas (‘‘dry gas’’) is returned to the reservoir to 
maintain pressure; this operation is described as cycling. The sub- 
stances injected to create or to maintain pressure in a reservoir are 
commonly water or gas. Where water is used, the operation is some- 
times referred to as ‘‘ water-flooding.”’ 

Some ventures may specialize in the acquisition of formerly- 
producing properties—recovery by primary methods having been 


also that in the case of production payments only the excess of the amounts received over 
the proportionate amount of the cost of the payment rights would constitute ‘‘ gross in- 
come’? or ‘‘royalties,’’ but such provision has been omitted from the final Regulations. 

238 Comm’r vy. Clarion Oil Co., 148 F.2d 671 (D.C. Cir. 1945), reversing 1 T.C. 751, 
(1943), cert. denied, 325 U.S. 881 (1944) ; ef. Porter Properties Trustees Ltd., 42 B.T.A. 
681 (1940). 

289 Logan Coal & Timber Ass’n v. Helvering, 122 F.2d 848 (3d Cir. 1941), affirming 
42 B.T.A. 529 (1940). 

240 J.T. 3401, 1940-2 Cum. BuLL. 166. 

241 Plow Realty Co. of Texas, 4 T.C. 600 (1945). 
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exhausted—and the initiation of secondary recovery operations. 
Others concerned initially with exploration and development may in 
due course have occasion to undertake pressure maintenance, cy- 
cling, or secondary recovery operations. 

In some situations these operations may be effected without unit- 
ization or pooling of interest across boundary lines. This may be so 
where large tracts are involved or where water-flooding is under- 
taken by drilling input wells on boundary lines. In other situations 
unitization or pooling may be necessary. This is likely to be the case 
where gas is injected. 

Apart from the tax considerations incident to unitization or pool- 
ing, to be commented on separately, secondary recovery, pressure 
maintenance, or cycling raise certain tax questions. Do expenditures 
for input wells come within the election to expense intangible drill- 
ing and development costs? Although to date this precise question 
has never been presented to the courts, the Board of Tax Appeals 
by implication indicated that input wells should come within the 
election.?*” 

Do expenditures for water source wells come within the election? 
Apparently there are no decisions or published rulings on this point, 
but it is understood that the Service requires that such expendi- 
tures be capitalized and recovered through depreciation allowances, 
although such conclusion may be debatable.*** 

Where gas is purchased for injection, how should the cost be 
treated? Again this is a question that has apparently never been 
answered by the courts or in published rulings.™* 

Where cycling is undertaken and liquid hydrocarbons are sepa- 
rated from wet gas, is ‘‘gross income’’ for percentage depletion 
purposes to be determined before or after some deduction for the 
cost of the processing? This also appears to be an unsettled point.” 


242 In Page Oil Company, 41 B.T.A. 952 (1940), aff’d on other issues, 129 F.2d 748 (2d 
Cir. 1942), the taxpayer contended that he could capitalize the cost of input wells and re- 
cover the same by depreciation allowances. The Board denied deductions for depreciation, 
reasoning that input wells ‘‘are sufficiently similar to oil wells to require the same tax 
treatment.’’ 

243 MYERS, POOLING AND UNITIZATION § 10.07, 280 (1957). It has been specifically ruled 
that expenditures for salt water disposal equipment, including any necessary pipelines, do 
not come within the election to expense intangible drilling and development costs and must 
be capitalized and recovered through depreciation allowances. Mim. 6754, 1952-1 Cum. 
BULL. 30. 

244 One decision of the Tax Court involving pressure maintenance, though not by gas 
injection, suggests that such costs may have to be amortized over the period during which 
the benefits are to be derived. Henry Carton, 30 T.C. No. 28 (1958). 

245 It is understood that the Service has viewed a portion of the sales proceeds as attribu- 
table to the processing and excludible from the depletion computation. Such position was 
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F.. Unitization. Where the ownership of a particular deposit or 
reservoir of oil and/or gas is divided into different tracts, it is some- 
times desirable or necessary to operate all or a number of the tracts 
as a unit. When this is done on a large scale, embracing all or a sub- 
stantial part of a reservoir, it is commonly called ‘‘unitization.’’ 
When limited to a few small tracts, it is commonly called ‘‘ pooling.’’ 
The former is ordinarily occasioned by the need or advisability of 
pressure maintenance, cycling, or secondary recovery operations. 
The latter may be occasioned by regulatory requirements with re- 
spect to drilling or proration units.*** Most investors will be con- 
cerned only with unitization. 

Unitization is sometimes effected by agreement among the owners 
of the various tracts and interests therein, such arrangement being 
commonly referred to as ‘‘voluntary unitization.’’ Sometimes it is 
required by the state or other governing conservation laws in which 
case it is commonly called ‘‘compulsory unitization.”’’ 

In the case of voluntary unitization, the agreement among the 
owners may assume various forms. In some instances it may pur- 
port to effect cross conveyances of title to the respective properties 
and equipment; in other instances, it may appear merely as a con- 
tractual arrangement for unified operations and sharing of expenses 
and production. In most eases, it will involve certain adjustments 
among the various owners to compensate for differences in prior in- 
vestment costs, and such adjustments may be effected in a number 
of different ways: cash payments, réservation or grant of produc- 
tion payments, variation of the ratio for sharing in the future ex- 
penditures from the ratio for sharing in production, or other ways. 

From the standpoint of federal income taxes, there are a number 
of things which the investor should consider with respect to unitiza- 
tion. First, care should be taken that in setting up the necessary 
centralized management and in achieving joint operation, the ar- 
rangement does not fall into the classification of an ‘‘association’’ 
taxable as a corporation. The factors previously discussed with re- 
spect to joint ventures would again be applicable here.*** Secondly, 


upheld in the case of separation plants unrelated to cycling. Brea Cannon Oil Co. v. Comm’r, 
77 F.2d 67 (9th Cir. 1935) ; Signal Gasoline Corp. v. Comm’r, 77 F.2d 728 (9th Cir. 1935). 
But certain recent decisions dealing with percentage depletion in the case of mining, 
although distinguishable from oil and gas cases on the basis of statutory language, may 
cast doubt on the Service’s view. Dragon Cement Co. Ine. v. United States, 244 F.2d 513 
(1st Cir. 1957), cert. denied, 355 U.S. 833 (1957) ; United States v. Merry Brothers Brick 
& Tile Co., 242 F.2d 708 (5th Cir. 1957), cert. denied, 355 U.S. 824 (1957). 

246 MYERS, op. cit. supra note 243, at 1. 

247 See discussion, First INSTALLMENT in March issue, 14 Tax L, REv. 369-371 (1959). 














1959} FEDERAL INCOME TAX ASPECTS OF OIL AND GAS VENTURES 535 


if ‘‘association’’ classification is successfully avoided, there should 
be a choice between ‘‘partnership’’ and ‘‘co-ownership”’ classifica- 
tion, for most unitization arrangements would apparently come 
within the Code’s definition of a ‘‘partnership,’’ subject to the elec- 
tion to be excluded.*** Thirdly, there is the question whether or not 
unitization should for tax purposes be regarded as effecting an ex- 
change of properties among the participants. 

At present the tax law is unsettled as to the question whether unit- 
ization alters the ownership of the various interests embraced in 
the unified area. One view which has been urged by the Commis- 
sioner in recent cases is that each participant exchanges his partic- 
ular properties (which may in his hands have constituted sepa- 
rate property units) for a single undivided fractional interest in the 
aggregate of all the unified properties. Another view which has been 
announced by the Tax Court is that no exchange of properties takes 
place, that each participant continues to hold the same particular 
properties which he held before unitization, and that unitization 
merely relates to operation—the sharing of expenditures and divi- 
sion of production.*** It may be that in a particular case the answer 
will depend upon the particular facts: whether the unitization is 
compulsory or voluntary ; whether it involves cross conveyances or 
merely an operating contract. The answer, however, is important 
because it may have bearing upon the tax treatment of adjustments, 
the computation of depletion and depreciation allowances, and pos- 
sibly other items. 

Regarding adjustments, the law is even more unsettled than on 
the question of exchange of properties. One view, recently expressed 
by the Court of Appeals for the Fifth Cireuit, appears to be that 
whether or not a cross-conveyancing is deemed to occur, the adjust- 
ments reflect merely a debtor-creditor relationship, and receipt of 
equalization payments, whether immediately in cash or out of future 
production, constitutes a return of capital.*° Yet it would not be il- 

248 MYERS, op. cit. supra note 243, § 10.03, 263. Again the situation is similar to that 
of the ordinary joint venture, but it should be specially noted here that the election to 
be excluded from ‘‘partnership’’ classification is denied if the organization is availed of 
for selling services which, according to the Regulations, would be the case if one of its prin- 
cipal purposes is cycling, manufacturing, or processing for persons who are not members of 
the organization. Reg. § 1.761—1(a) (2) (iii) (e) (1955). If exclusion from ‘‘ partnership’’ 
classification is desired, it may be well so to provide in the unitization agreement, since 
under present law the election to be excluded must be unanimous. 

249 Belridge Oil Co., 27 T.C. 1044 (1957), appeal pending, 9th Cir. (involving the com- 
putation of depletion allowances after unitization) ; E. V. Whitwell, 28 T.C. 372 (1957), 
rev’d, 257 F.2d 548 (5th Cir. 1958) (involving unitization adjustments by way of produc- 


tion payments). : 
250 Whitwell v. Comm’r, 257 F.2d 548 (5th Cir. 1958), reversing 28 T.C. 372 (1957). 
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logical to suppose that if an exchange of properties takes place, gain, 
if any, would be recognized to the extent of any cash received by way 
of adjustments and, possibly, to the extent of the fair market value 
of any production payment received,” while if there is no exchange 
of properties, it might be argued that cash adjustments as received 
are ordinary depletable income from the sale of production.” 

For depletion purposes, if there is an exchange of properties, 
each participant in the unitization should be regarded as owning 
merely a single property, i.e., an undivided fractional interest in 
the unitized area, but if there is no exchange, each participant who 
initially owned separate properties should be regarded as continuing 
to own those separate interests, and he should be entitled to compute 
depletion allowances separately as to each.”** 

For depreciation purposes, the exchange theory would mean a 
reallocation of basis between depreciable and depletable assets, to 
the detriment of depreciation allowances.?™* 

And as to intangible drilling costs, if there is an exchange of prop- 
erties and the adjustments require certain participants to bear a 
greater proportion of the aggregate expenditures than their respec- 
tive shares in production, a portion of their intangible drilling costs 
may have to be capitalized.” In the absence of an exchange, a ques- 
tion might be raised as to particular participants’ expensing their 
shares of intangible drilling costs of wells located on the properties 
of other participants.”* 

It would seem that the foregoing uncertainties and potentially ad- 
verse consequences incident to unitization if the arrangement is clas- 


251 The exchange of particular oil and gas properties for an undivided interest in other 
oil and gas properties in the unitized area should be tax-free as an exchange of properties 
‘*of like kind’’ under section 1031 of the Code. Any cash received as part of the exchange 
should constitute boot under section 1031(b). See discussion pp. 525-526 supra. As to any 
production payment involved in such an exchange, in view of the Supreme Court decision in 
Comm ’r v. Fleming, 356 U.S. 260 (1958), it would seem that the transferor may be regarded 
as making an anticipatory assignment of income and the transferee as having received prop- 
erty not ‘‘of like kind’’ as the property exchanged. See also discussion pp. 521-523 supra. 

252 BE, V. Whitwell, 28 T.C. 372 (1957) ; see note 249 supra. 

253 Belridge Oil Co., supra note 249. 

254 Reg. Sec. 1.167(a)-5 (1955) ; E. C. Laster, 43 B.T.A. 159 (1940). 

255 Proposed Reg. See. 1.612-4(a) (2) (1955); Reg. 111, See. 29.23(m)-16(b) (1) (i). 
See also discussion, First INSTALLMENT in March issue, 14 Tax L. Rev. 385-386 (1959). 

256 Among other provisions in the Regulations is a statement that the option to expense 
intangible drilling costs includes all costs of drilling undertaken by an operator whether 
incurred by him prior or subsequent to the formal grant or assignment to him of operating 
rights. From this it might be implied that ultimate acquisition is necessary to qualify under 
the option. Yet it could also be argued that by virtue of unitization each participant by con- 
tract holds operating rights in the whole unitized area whether or not there is an exchange 
of properties. 
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sified as co-ownership may be largely avoided if the arrangement is 
classed as a partnership.” Yet this does not necessarily mean that 
partnership classification is to be preferred where unitization is in- 
volved, as there are also other factors to be considered, as in the case 
of any joint venture.?** 

G. Foreign Ventures. When a United States citizen or resident in- 
vests in an oil or gas venture in a foreign country, the factors to be 
considered include all, or almost all, those incident to a domestic 
venture and also many additional ones. Among the additional fac- 
tors, some apply to foreign investments generally, such as foreign 
exchange controls,” stability and political inclinations of the for- 
eign government,” what may happen to aliens’ investments in case 
of war, and the possible insurance against some of these risks.?* 
Among other factors relating more particularly to oil and gas in- 
vestments are peculiarities of the foreign law with respect to the 
ownership of minerals, the granting of exploration and exploitation 
rights, the transfer or sharing of such rights, and restrictions as to 


257 It would seem that under partnership classification adjustments by way of different 
ratios for sharing expenses and for sharing profits should present no problem; for it is not 
uncommon with partnerships that a member’s distributive share for profits is different than 
for losses, and if this is done for purposes other than tax avoidance, the division provided 
for in the partnership agreement governs also for tax purposes. See I.R.C. § 704; discussion, 
First INSTALLMENT in March issue, 14 Tax L. REv. 373 (1959). The risk of disallowance 
of intangible drilling costs on the ground that the drilling is done on someone else’s prop- 
erty should also be eliminated. Similarly, adjustments by way of production payments 
should, under partnership classification, be treated merely as a variation of the sharing in 
production (corresponding to sharing in profits). As to cash adjustments, a good argument 
could be made that they should be treated to the recipient as a money distribution under 
section 731, to be applied as a reduction of basis and taxable only to the extent that they 
exceed basis. As to depletion, it could also be argued that properties acquired from each 
participant remain separate property units with the respective bases carried forward; and 
there should be no reallocation of basis between depletable and depreciable property. 

258 See discussion, First INSTALLMENT in March issue, 14 Tax L. Rev. 371-373 (1959). 

259 Among other things to be considered is the possibility of obtaining some assurances 
from the foreign authorities as to future remittances of capital or income, by registering 
the investment at the time it is made. 

260 This should include appraisal of the likelihood of nationalization or expropriation of 
properties representing the investment. 

261 At the present time a United States investor contemplating investment in certain 
types of undertaking in certain foreign countries may apply to the International Coopera- 
tive Administration, an agency of the United States Government, for an investment guar- 
anty against risk of non-convertibility, expropriation, and/or loss due to war. The premium 
charged for such guaranty is one-half of one per cent per year of the amount of coverage 
for each type of risk, and there are certain limits as to the amount of coverage which may 
be obtained in relation to the investment. The insurance against inconvertibility does not 
guarantee against fluctuation in foreign exchange rates generally, but merely guarantees 
against blockage, assuring that the investor may transfer receipts from his investment into 
United States dollars at approximately the rate at which exchange transactions are then 
being generally effected. 
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aliens’ participation therein.** Where active operations are contem- 
plated, it is important also to consider the matter of personal lia- 
bility under the applicable foreign laws and also obligations that 
may be incurred by employing persons within such country.*® And, 
of course, the tax laws of the foreign country and any pertinent tax 
treaty provisions will be of major significance.?™ 

With respect to United States federal income tax, so long as the 
investor is a citizen or resident of the United States, he is subject to 
such United States tax on his income from all sources. Hence, the 
fact that an oil or gas venture is located in a foreign country does 
not exclude from the gross income of such investor his foreign rev- 
enue, nor does it deny him deductions for his foreign expenses or 
losses. Therefore, the various principles previously discussed with 
respect to tax aspects of domestic oil and gas ventures—classifica- 
tion of the venture as (1) a corporation or association, or (2) a trust, 
or (3) a partnership, or (4) co-ownership; treatment of expendi- 
tures as current expenses or capital costs; division of production 
among the various owners of economic interests in the oil and gas 
in place; depletion allowances; depreciation allowances ; operating 
expenses; and gain or loss on disposition of properties—apply also 


262 In many countries, all minerals belong to the state. In some countries, such as Canada, 
the minerals underlying most areas may be state-owned and yet in certain areas privately 
owned. Where the state owns the minerals, a concession (or permit) must ordinarily be 
obtained from the government, first to explore and then afterwards to exploit. Generally, 
such permits are not transferable without government consent, but the holder of such per- 
mit may be allowed to have others join with him in operating under the permit. Sometimes 
the holding of minerals in a particular country is restricted to nationals of that country 
or to corporations formed under the laws of such country, and participation by aliens may 
be limited, for example, to a 50 per cent interest. 

263 The laws of some countries may differ substantially from the laws of the United 
States as to both contract and tort liability. For example, in some countries it would seem 
that where an investment is made through an agent who acts in his own name, without dis- 
closing that he is acting as an agent, third parties with whom he deals may have no recourse 
directly against the investor. The laws of some countries may also differ substantially as to 
the obligations which one incurs as an employer. For example, in certain countries an em- 
ployer is not always free to terminate employment of his employees, and in some countries 
an employer may by operation of law incur certain pension obligations. 

264 Participation in an oil and gas venture in a particular country may not only involve 
taxation of that venture by the foreign country, but may also affect the participants’ tax 
status within the country for other purposes. Like the United States, certain other countries 
may treat a non-resident alien who is engaged in trade or business within the country dif. 
ferently from one who is not so engaged. Under tax treaties it is quite common to deny 
certain benefits in cases where the resident of the one country has a ‘‘ permanent establish- 
ment’’ in the other country, and for this purpose ‘‘ permanent establishment’’ has some- 
times been defined to include oil and gas wells. #.g., Income Tax Convention with Canada, 
arts. III, VIII, and XI and Protocol, section III(f), T.C. 6120, 1955-1 Cum. BuLu. 623; 
Income Tax Convention with France, tit. I, arts. 3, 4, and 11, and Protocol, section III (a), 
T.C. 5499, 1946-1 Cum. BuLL. 134. 
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in the case of foreign oil and gas ventures. There are, however, some 
special United States federal income tax aspects peculiar to foreign 
ventures. 

If the form of organization used to conduct the venture is a for- 
eign corporation,”® the United States federal income tax would not 
apply to earnings of such corporation at the corporate level so long 
as those earnings are derived from sources outside the United 
States, and the investors would not ordinarily be required to include 
such earnings in their own income for United States tax purposes 
except as, and to the extent that, they are paid dividends.*® Divi- 
dends from the foreign corporation received by an individual in- 
vestor would not be entitled to the four per cent dividends received 
credit under section 34 of the Code, nor would the individual share- 
holder be entitled to a foreign tax credit under section 902 for foreign 
taxes imposed on and paid by the foreign corporation in respect of 
its earnings. He would, however, be entitled to a foreign tax credit 
under section 901 for any foreign taxes imposed directly on him in 
respect of the dividends. If the investor is a United States corpora- 
tion, it would not be entitled to the 85 per cent dividends received 
deduction under section 243 or section 245,” but if it owns at least 
ten per cent of the voting stock of the foreign corporation, it would 
be entitled to a credit under section 902 for foreign taxes paid by the 
foreign corporation on the earnings distributed and also under sec- 
tion 901 for any foreign tax imposed directly on it in respect of the 
dividends themselves. Both in the case of the individual shareholder 
and the corporate shareholder, such foreign tax credits would, of 
course, be subject to the limitation provided in section 904. Further- 
more, the foreign corporation could not ordinarily be included in a 
consolidated return with a United States corporate stockholder.?® 

If a United States corporation is used to conduct a foreign oil and 


268 If this should involve transfer to the foreign corporation of property that may have 
appreciated in value, it should be remembered that an advance ruling under section 367 
would be necessary in order to claim the benefits of section 351, relating to tax-free trans- 
fers. 

266 This assumes that by reason of the nature of its income or distribution of ownership 
of its stock, the foreign corporation would not be classed as a ‘‘ Foreign Personal Holding 
Company ’’ under section 552. 

267 This assumes that the foreign corporation does not derive 50 per cent or more of its 
income from sources within the United States. 

268 The only exception is in the case of a corporation formed under the laws of a con- 
tiguous foreign country and maintained solely for the purpose of complying with the laws 
of such country as to title and operation of property, and then only if 100 per cent of its 
capital stock, exclusive of directors’ qualifying shares, is owned or controlled directly or 
indirectly by the United States corporation. I.R.C. § 1504. 
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gas venture,” its income from all sources would be subject to United 
States federal income tax at the corporate level, but under section 
901, subject to the limitations of section 904, it would be entitled to 
credit against its United States tax for the income tax it pays to the 
foreign country, and the effect of such credit may very substantially 
reduce or entirely eliminate the United States tax.?”° Dividends from 
such United States corporation received by an individual investor 
would be entitled to the four per cent dividends received credit under 
section 34 of the Code, and dividends received by a corporate in- 
vestor would be entitled to the 85 per cent dividends received deduc- 
tion under section 243. Also, if 80 per cent of the stock of such United 
States corporation, including at least 80 per cent of each class of 
non-voting stock and 80 per cent of the voting power of all classes, 
is owned by another United States corporation, it may be included 
in a consolidated return for United States tax purposes with such 
other United States corporation.?™ 

As to unincorporated foreign ventures, where the form of organ- 
ization selected is one peculiar to the foreign country, special care 
should be taken to make sure that it does not have such combination 
of characteristics as to classify it for United States tax purposes as 
an ‘‘association’’ taxable as a corporation.”"* Even where the form 
of organization purports to correspond to forms common under 


269 Sometimes the laws of a foreign country may not permit a United States corporation 
to have title to oil and gas interests within the country. In such case, it may sometimes be 
possible to have two corporations, one a foreign corporation formed under the local laws to 
hold title, and the other a United States corporation to conduct operations on a farm-out 
basis. 

270 Under the so-called ‘‘ fifty-fifty’’ arrangements common in the case of oil concessions 
granted by certain foreign governments, the oil company is normally required to make at 
least two types of payment to the foreign government. The first is in effect a royalty on 
production and is so treated for United States tax purposes, although it may be called an 
exploitation tax or otherwise designated. The second is a tax on net income. Ordinarily, the 
latter is computed according to a rate schedule or formula, which has the effect of making 
the total payments to the foreign government, i.e., the royalty plus the income tax, equal 
to 50 per cent of the net income from the property before taking into account royalty and 
taxes. Only the income tax payment qualifies as a credit under section 901, and although 
the nominal rate of the foreign tax may be less than that of the United States tax (which 
will vary depending on whether or not the United States corporation qualifies as a Western 
Hemisphere Trade Corporation), the effective rate of the foreign tax may equal or exceed 
that of the United States tax because of differences between the United States law and the 
foreign law in the determination of taxable income, ¢.g., as to depletion allowances and ex- 
pensing of intangible drilling costs. 

271 L.R.C. § 1504. 

272 See discussion, First INSTALLMENT in March issue, 14 Tax L. REv. 363-364, 369-370 
(1959). See also W. F. Buckley, 22 T.C. 1312 (1954), aff’d per curiam, 231 F.2d 204 (2d 
Cir. 1956) (involving organizations in Venezuela); G.C.M. 9067, X-1 Cum. BULL. 337 
(1931) (involving a form of organization in Germany). 
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United States laws, such as a partnership or limited partnership or 
joint venture, all of the pertinent features should be carefully ex- 
amined for this same reason. 

With regard to intangible drilling costs, where the minerals in 
the foreign country are owned by the state and operations are con- 
ducted under exploration or exploitation concessions (or permits), 
special care should be taken to make sure that the United States in- 
vestor qualifies as an operator for the purpose of the election to ex- 
pense intangible drilling costs.?"* This is particularly true in situa- 
tions where the United States investor does not hold the concession 
directly, but operates under a contractual arrangement with the 
party who does hold the concession.” 

Similarly, with respect to depletion allowances, the particular 
terms of the foreign concession or contractual or other arrangement 
should be carefully drawn to make sure that the United States in- 
vestor will, for United States tax purposes, be regarded as owning 
an ‘‘economic interest’’ in the oil and gas in place. 

With regard to the matter of double taxation and relief therefrom, 
if there is a tax treaty between the foreign country and the United 
States, the provisions thereof will take precedence over the pro- 
visions of the United States Internal Revenue Code.” In the ab- 
sence of any contrary treaty provision or where there is no treaty, 
the United States investor should generally be relieved from any 
serious double tax burden by the foreign tax credit provisions of 
sections 901 et seq. of the Code. It should be noted, however, that not 
all foreign taxes qualify for credit against the United States federal 
income tax, that is, only foreign income taxes or foreign taxes paid 
in lieu of income taxes; and that under section 904 the amount of the 
credit in respect of the tax paid or accrued to a particular foreign 
country is limited to the same proportion of the United States fed- 
eral income tax against which such credit is taken as the taxpayer’s 
taxable income from sources within that country bears to his taxable 
income from all sources for the particular taxable year. For this 
purpose, taxable income within the foreign country is computed ac- 
cording to the United States federal income tax concept, and since 


273 See discussion, First INSTALLMENT in March issue, 14 Tax L. Rev. 381-382 (1959). 

274 This should present no serious problem under the election as set forth in Reg. 111, 
Sec. 29.23(m)-16, which defines ‘‘operator’’ as ‘‘one who holds a working or operating 
interest . . . under a lease or any other form of contract granting working or operating 
rights.’’ But a problem might be presented under the language of the Proposed Regula- 
tions, and it is to be hoped that such ambiguity will be clarified in the final Regulations, 
which at the time of this writing are still unissued. 

275 I.R.C. § 894. 
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this may differ from the foreign country’s concept, it is possible 
that in certain years the limitation may apply more severely than in 
others.?"¢ 


CoNcCLUSION 


As we have seen, investing in oil and gas ventures involves many 
varied problems, not the least of which are the federal income tax 
aspects. 

The federal income tax bears initially upon the form of organiza- 
tion for conducting the venture, the kind of oil and gas interests to 
be acquired, and the nature of projects to be undertaken. In general, 
the corporate form of organization, while offering certain non-tax 
advantages, has serious tax disadvantages which should not be pres- 
ent where the venture is organized as a co-ownership type of joint 
venture, partnership, or limited partnership, provided, of course, 
that the unincorporated entity avoids the pitfall of ‘‘association’’ 
classification. The various kinds of interests that may be acquired 
include operating interests, net profits interests, royalties, overrid- 
ing royalties, and production payments. The principal tax differ- 
ences are between operating and non-operating interests. Some ven- 
tures may be concerned primarily with searching for oil and gas; 
others with acquiring and developing semi-proven properties; and 
still others with acquiring fully developed properties. The portion 
of the initial outlays which may be currently deducted in computing 
taxable income will vary as these undertakings vary. 

The question what expenditures must be capitalized and what may 
be currently expensed for federal income tax purposes is by itself a 
broad subject, involving many refined and highly technical aspects. 
The principal categories of expenditures include leasehold or other 
property costs, lease bonus, delay rentals and other carrying 
charges, geological and geophysical exploration costs, drilling costs, 
both intangible and for well equipment, and costs of other equip- 
ment. In some instances, the expenditure must be entirely capital- 


276 G.C.M. 22556, 1941-1 Cum. BuLL. 310; Rev. Rul. 54-15, 1954-1 Cum. BuLt. 129. Con- 
ceivably, in a particular year the United States investor might incur foreign income tax to 
a particular country and yet for United States tax purposes have no taxable income for such 
eountry. Denial of any credit for the foreign tax against his United States tax would then 
appear reasonable, since the United States would not at the time be taxing the foreign 
revenue. And even in such case, the United States investor might under section 904(c) 
claim credit in an earlier year for any unused portion of the foreign tax or, alternatively, 
he might get some United States tax benefit from the foreign tax by treating it as a deduc- 
tion in computing his taxable income from other sources, which he may elect to do provided 
that he treats, in the same manner, all foreign income taxes paid or accrued to all other 
foreign countries for that particular year. I.R.C. §§ 164(b) (6) and 901. 
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ized; in others it may be entirely expensed; and in still others part 
may be expensed and part capitalized. The treatment does not al- 
ways depend simply on the classification of the item, but may some- 
times vary according to surrounding circumstances. 

When and if production is obtained from an oil and gas property, 
there are further income tax questions. To whom is the income from 
the sale of production to be taxed? This involves certain concepts 
concerning division of ownership of production among the lessee, 
the lessor, and others who may have acquired interests out of the 
leasehold, the royalty interest, or the fee. Closely related is the ques- 
tion of depletion allowances. Who are entitled to depletion and how 
are the allowances computed? In addition, there is the matter of de- 
ductions for depreciation of equipment and current operating ex- 
penses. 

Disposing of oil and gas properties also raises important income 
tax questions: whether the disposition is by abandonment, ‘‘farm- 
out,’’ sale, gift, or exchange. When is gain or loss recognized? How 
is it measured? If a loss, is it an ordinary deduction or a capital loss? 
If a gain, is it ordinary income, depletable income, or capital gain? 

Particular situations present particular tax problems. The in- 
vestor with capital gains wants to know what he can do with an ex- 
cess of ordinary deductions from his oil and gas ventures over his 
ordinary income from other sources. If his oil and gas operations 
cause the taxpayer to end a year with a net operating Joss, what are 
the rules as to carryback and carryover? Is there a limitation on 
using against other income continuing deficits from oil and gas prop- 
erties? If the investor is a closely-held corporation, how may income 
from oil and gas ventures affect its possible classification as a per- 
sonal holding company? 

Some oil and gas ventures may involve secondary recovery and 
like operations. Some may involve unitization. And some may be 
conducted, and concern properties, in foreign countries. Each of 
these situations entails special problems affecting the investor’s fed- 
eral income tax. 



































Administrative Law and Judicial Review 
of Jeopardy Assessments Under the 


Internal Revenue Code 
MICHAEL KAMINSKY 


, recent developments in the field of federal taxation, more than 
any other, signal a quickening of interest in the problems of the ad- 
ministrative and procedural aspects of tax law as distinguished from 
substantive ones which create the liability. One is the upsurge in 
suits to enjoin ‘‘jeopardy’’ collections; and the other is agitation 
for specific legislation to authorize and to regulate the judicial re- 
view of such procedure.’ 

The immediate stimulus for the second is general dissatisfaction 
with judicial decisions which, in the main, have been extremely 
unfavorable to taxpayers’ efforts to stay, when the tax has been 
deemed to be in ‘‘jeopardy,’’ the summary collection of any defi- 
ciency. Underlying and more basic causes, however, are the growth 
of the feeling that the summary collection procedure has been abused 
and therefore should be reviewable, and a sense of despair in the 
present posture of the tax law to achieve that end. 

Since successful ideas have a way of permeating all related phases 
of a society, only slight assistance is needed to discover that the 
present ferment in the field of taxation is really a delayed reverbera- 
tion of similar controversies which for a long time have held the 
stage in the field of administrative law. The resonant response in 
the field of taxation has not been, however, completely recognized or 
fully interpreted, a situation resulting chiefly because of a much re- 
gretted tendency to maintain the tax law on a stately but isolated 
course. 

Hence, both on the judicial and the advocate’s level, the work of 
resolving tax problems seems to proceed unaffected by scholarship 
or other developments in intimately related subdivisions of juris- 
prudence, which otherwise should influence the direction of growth 
of taxation principles and coordinate them with basic concepts of 


MicHAEL Kaminsky (LL.B. 1930, LL.M. 1936, Brooklyn Law School) is a member of the 
New York Bar and a partner of Worthman & Kaminsky, New York City. 
1 SECTION OF TAXATION, A.B.A. Rep. 158 (1958). 
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jurisprudence. Too frequently, it seems, the cry in taxation for sin- 
gular legislation gives evidence of being merely a call for the dupli- 
cation of that which has already been ably accomplished elsewhere. 
One hazards the opinion that such indeed is the true relation of the 
problem of jeopardy assessments and collections to administrative 
law. To test that opinion is the specific purpose of this paper. 


I 


If, as is premised here, the problem of summary collections sounds 
more in administrative law than in tax law, the premise ought to be 
firmly established at the very inception of this inquiry. 

The Internal Revenue Code sets out two methods for the collec- 
tion of certain specified tax deficiencies. Generally, the normal 
method requires that the taxpayer be formally told of the determi- 
nation of his additional liability, whereupon collection is stayed for 
a ninety-day period and for the required time during which the con- 
troversy pends in the Tax Court.? Another, but rarer, method is 
applicable only when ‘‘the Secretary or his delegate believes’’ that 
the delay inherent in the normal procedure will jeopardize the col- 
lection of the tax.’ In such case, the tax is summarily collected, but 
the controversy over the correctness of the deficiency is, neverthe- 
less, transferred to the Tax Court for ultimate disposition there. 

Thus, there can be no doubt but that the substantive question of 
tax liability remains unaffected, whether the normal or the summary 
method has been utilized. Hence the problem touches solely a purely 
administrative function of the Internal Revenue Service, and it rests 
entirely untouched by questions of the substantive rules which create 
the tax liability. In a very strict sense, the problem is one which is 
completely involved only with the question of the lawful nature of 
an act performed under color of authority held by an administrative 
agency by grant from Congress. 

That the authority thus exercised stems from the Code, which is 
also the fountainhead of the substantive law in that field, does not 
invalidate the conclusion. Questions of administrative law attain 
their classification by reason of their innate quality rather than from 
the title of the law which breeds them. Regardless of the identity of 
the fertilizing statute, they are, nevertheless, the ineffaceable as- 
pects of all contacts with administrative agencies, though their 
presence may remain unrecognized or unidentified as matters of 
stricter definition. All practice in a field of agency activity is the 


2 L.R.C. §§ 6211-6215 (1954). 
3 L.R.C. § 6861 (1954). 
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practice of administrative law and, theoretically, all the activities of 
administrative agencies are subject to regulation, to a greater or 
lesser degree, by segments of that branch of law. 

There are no visible distinguishing features which justify exclu- 
sion of the activities of the Service or the practice in that agency 
from the scope of the specific classification. The Service, venerable 
though it is, is nevertheless only an agency, and though undeniably 
more important in its functions to the Government of the United 
States than many other agencies, it exercises only delegated author- 
ity. It is correct, therefore, to conclude that a decision to proceed by 
jeopardy assessment is no more than an agency action which should 
be governed by the principles of administrative law. In the light of 
that conclusion, the direction in which this discussion must turn be- 
comes readily visible. 

It must be towards the study of those statutory grants of authority 
to the Service which are pertinent to this inquiry, with a purpose to 
relate them to the general principles of administrative law. It is to 
find them again in the different context of administrative law and to 
discover, if it exists, the manner in which they may mirror the same 
mores of our times which, with respect to the relations of govern- 
ment and governed, have been subjected to the most thorough study 
within the frame of that subdivision of jurisprudence. To borrow 
the familiar point about ‘‘prose’’—is there administrative law in 
the tax law, though it may be unrecognized by that name? 


II 


It is commonly known that a petition for the redetermination of a 
tax deficiency is a comparatively recent development in federal tax. 
procedure and, indeed, it is even today not universally available. 
The creation of the Board of Tax Appeals * represented a drastic 
change in the theory of tax collections. By the statute which estab- 
lished a procedure for the review of a tax controversy prior to the 
collection of the tax, Congress actually voiced the change which had 
come over our mores. In the language of the Ways and Means Com- 
mittee,® review by a court subsequent to collection was no longer un- 
questionably tolerated as adequate.* The reason for the changed 


4 Revenue Act of 1924, See. 900. 

5 H.R. Rep. No. 179, 68th Cong., Ist Sess. 7 (1924), 1939-1 Cum. BuLL. 246. 

6 Ibid. ‘‘The committee recommends the establishment of a Board of Tax Appeals to 
which a taxpayer may appeal prior to the payment of an additional assessment of income, 
excess-profits, war-profits, or estate taxes. Although a taxpayer may, after payment of his 
tax, bring suit for the recovery thereof and thus secure a judicial determination of the 
questions involved, he can not, in view of section 3224 of the Revised Statutes, which pro- 
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attitude was that tax liabilities rather than taxes had more and more 
become a matter of controversy with the Commissioner. Translated 
into the idiom of administrative law, the situation had become such 
that the determination of each taxpayer’s tax liability required an 
adjudication by the Commissioner, and these adjudications in a 
great number of cases had proved to be sufficiently controversial to 
result in litigation. The ensuing controversies were not with respect 
to the tax but were directed rather to the matter of the correctness of 
the adjudications by an administrative agency. Tax litigation had 
in reality become almost exclusively a matter of judicial review of 
decisions by the taxing officer with respect to facts and law; rarely 
did they involve the basic question of the validity of the tax itself. 

That is precisely the distinction which brought administrative law 
to maturity as a separate subdivision of jurisprudence; and the 
question of the responsiveness to a court of law of the agent of the 
sovereign has always been the primary concern of that discipline. 
Thus the action by Congress was not at all so much a matter of a 
surrender of sovereign immunity as it was the recognition of a hard- 
won principle of administrative law—that the decisions of the 
agents of the sovereign ought to be tested for legality in a court of 
law before their consequences become effective. The impetus for the 
creation of the Board of Tax Appeals was, therefore the ‘‘rule of 
law,’’ * which undeniably derives from administrative law. However, 
that fact goes largely unnoticed. 

The incorporation of the rule of law into the tax law also operated 
to generate another change, the effect of which too has seemed 
largely to have failed of thorough comprehension. Prior to the cre- 
ation of the Board of Tax Appeals, there probably existed no court 
which had authority to adjudicate the amount of a tax which would 
thereafter become assessable and collectible. Hence, if a court of 
equity were to enjoin the collection of a tax, a legal vacuum would 


hibits suits to enjoin the collection of taxes, secure such a determination prior to the pay- 
ment of the tax. The right of appeal after payment of the tax is an incomplete remedy, and 
does little to remove the hardship occasioned by an incorrect assessment. The payment of a 
large additional tax on income received several years previous and which may have, since 
its receipt, been either wiped out by subsequent losses, invested in nonliquid assets, or spent, 
sometimes forces taxpayers into bankruptcy, and often causes great financial hardship and 
sacrifice. These results are not remedied by permitting the taxpayer to sue for the recovery 
of the tax after this payment. He is entitled to an appeal and to a determination of his lia- 
bility for the tax prior to its payment.’’ (emphasis added). 

7 The writer is greatly indebted to Professor Louis L. Jaffe’s analysis in The Right to 
Judicial Review, 71 Harv. L. Rev. 401 and 771 (1958), for a clearer understanding of the 
growth of such concepts as the ‘‘rule of law’’ and the ‘‘ presumption of review.’’ 
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inevitably result.* Against this probability, Congress withdrew the 
judicial authority to restrain the collection of any tax.® 

But with the creation of a tax tribunal, the very reason for the pro- 
hibition became completely obsolete. Moreover, the purpose for the 
petition procedure demanded that the Commissioner abstain from 
premature collection and be restrained should he not. Thus, the abro- 
gation of the statutory prohibition against the issuance of injunc- 
tions was inevitable. 

Probably because Congress conceived of the revocation as an in- 
tegral part of the new procedure, applicable only to those relatively 
few tax controversies which, by that procedure, became collectible 
after review (and, indeed, the reasons for the prohibition retained 
validity with respect to those taxes not so reviewable prior to col- 
lection), was it that the revocation was expressed in the 1954 Code 
and prior thereto as an exception to the general rule. 

However, as will be developed later, the logic of the situation com- 
pels the conclusion that the prohibition against injunction was 
totally revoked with respect to any tax controversy reviewable in 
the Tax Court. For the present, one notes that if the objection of 
Congress to the exercise of equity jurisdiction by courts to enjoin 
the collection of taxes was originally completely based on the lack of 
power of these courts to modify or affirm the amount of tax claims, 
the objection lost all its claimed validity immediately as the Board 
was established and endowed with those powers which courts of 
equity had lacked. Whether the attempted assessment (and the col- 
lection) preceded or succeeded the final judicial redetermination be- 
came entirely irrelevant to the claimed necessity for limitations on 
the authority of a court of equity, since in either event some court 
would ultimately establish the assessment. The question became 
rather whether the injunction should or should not issue, or better, 
whether the realities of a particular situation were so urgent in the 
demand for an immediate collection of the tax that a court, though 
with full authority to restrain the collection, would decide that it 
should, nevertheless, not intervene. 

There remains to note one other facet of the rule of law which Con- 
gress was constrained to bring over by specific enactment into the 
Internal Revenue Code of 1954. The specific provision is section 
6863(b)(3).2° That section is applicable in the rarer circumstances 


8 Miller v. The Standard Nut Margarine Company of Florida, 284 U.S. 498 (1932) ; 81 
Cona. REc. 6859 (1937). 

® Act of March 2, 1867 ch. 169, § 10, 14 Stat. 475. 

10 I.R.C. § 6863 (b) (3) (1954) : 

**Sray or SALE OF SEIZED PROPERTY PENDING Tax Court DECISION.— 

‘*(A) GENERAL RULE.—Where, notwithstanding the provisions of section 6213(a), a 
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of even unquestioned justification for resort to the summary collec- 
tion procedure, and when so applicable, it authorizes the ‘‘stay’’ of 
a sale of seized assets. The intrinsic nature of the remedy can easily 
be recognized from the use of the word ‘‘stay’’—a remedial form of 
procedure which is temporary in nature and intended only for the 
preservation of the status quo. It prevents irreparable damage oc- 
curring during the period when the real merits of the controversy 
are determined by a reviewing court. 

However, it is a principle which in the purest sense flows directly 
from the concepts of administrative law; it is no more than the tra- 
ditional and normal process available in any controversy relating to 
the question of the lawfulness of agency action. As there will be occa- 
sion to note subsequently, its late appearance in the Internal Rev- 
enue Code would seem to be merely repetitious of the unnoticed 
presence of an almost identical provision in the general statutory 
codification of the law which broadly governs judicial review of 
agency action. 

One concludes, therefore, that the principles of administrative law 
are not strangers to the Internal Revenue Code. No less than is the 
case with any other agency, the problems of living with the Internal 
Revenue Service also demand the development of similar theories of 
agency control. These cannot help but find their inspiration in the 
concepts which were generally developed under the generic title, 
‘‘rule of law.’’ The main difference, however, is that in taxation it 
seems to be expected that these theories be separately stated in the 
Code and also be made specifically applicable to the Service. Hence, 
unless they have been specifically labeled in the Code, there is no 
universal awareness of their existence. Hence, too, those phases of 
the rule of law which have also attained such specific incorporation 
into the tax law have arrived anonymously. Yet, even when not 
specifically enacted as a section of the Code, the rule of law manages 
to make its presence felt in a court of law. Perhaps it is because the 
rule of law aptly expresses our contemporary mores that judges 
have instinctively reached for it. The identification of one of those 


jeopardy assessment has been made under section 6861 the property seized for the collection 
of the tax shall not be sold— 

**(i) if section 6861(b) is applicable, prior to the issuance of the notice of deficiency 
and the expiration of the time provided in section 6213(a) for filing petition with the Tax 
Court, and 

** (ii) if petition is filed with the Tax Court (whether before or after the making of 
such jeopardy assessment under section 6861), prior to the expiration of the period during 
which the assessment of the deficiency would be prohibited if section 6861(a) were not 
applicable.’’ 
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occasions, most pertinent here, is the assigned function of the fol- 
lowing section. 


iil 


It is impossible to brief the law with respect to a petition for a writ 
of injunction against the tax collector and not to mention Miller v. 
The Standard Nut Margarine Company of Florida.“ That case has 
been at one and the same time the bright hope and the dark despair 
of generations of tax lawyers who have looked to it as the only beacon 
in the inhospitable circumstances of an unequivocal statutory bar to 
the issuance of injunctions. 

In that case, the Supreme Court looked squarely at the prohibition 
of the statute but quickly acquiesced in the legislatively imposed 
limitation on its authority.’*? Nevertheless, the Collector was en- 
joined, because ‘‘in addition to the illegality of an exaction in the 
guise of a tax there exist[ed] special and extraordinary cireum- 
stances sufficient to bring the case within some acknowledged head of 
equity jurisprudence... .’’ 

There is little need to stress that the ‘‘special and extraordinary 
cireumstances’’ were that the enforcement by the collector ‘‘ would 
[have] destroy[ed] [petitioner’s] business, ruin[ed] it financially, 
and inflict[ed] a loss for which it would have no remedy at law.’’ ** 
Those circumstances were no more than basic requirements for the 
petitioner’s right in the first instance to come into a court of equity, 
and had they not existed, their very non-existence alone would have 
been sufficient to terminate the suit. Hence, by itself, the fact of the 
existence of extraordinary circumstances would have proved in- 
effective in the face of an absolute prohibition which undoubtedly 
was intended to apply even in the circumstances of a petition in 
which the basic jurisdictional facts remained unchallenged. The 
statute clearly prohibited the writ even when the writ should other- 
wise have issued. 

But this was not a case where injunction was sought as against a 
tax claim. Said the Court: * 


11 See note 8 supra. oe 

12 ‘* Independently of, and in cases arising prior to, the enactment of the provision (Act 
of March 2, 1867, 14 Stat. 475) which became R. S., § 3224, this court in harmony with the 
rule generally followed in courts of equity held that a suit will not lie to restrain the collec- 
tion of a tax upon the sole ground of its illegality.’’ (emphasis added) Miller v. The Stand- 
ard Nut Margarine Company of Florida, 284 U.S. 498, 509 (1932). 

18 Id. at 509 ; emphasis added. 

14 Td. at 510. 

15 Ibid. ; emphasis added. 
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...A valid oleomargarine tax could by no legal possibility have been as- 
sessed against respondent. ... 

And the Court held it was evident that no legal possibility existed for 
imposition of the tax because,’® 

[The Collector’s] determination that respondent’s products was oleomar- 
garine and taxable under the Act was erroneous, and, in view of his earlier 
interpretations and the court decisions which had become final, must be held 
arbitrary and capricious. 

It is clear that the Court had a full sense of obedience to the stat- 
ute, and the injunction was not issued against the collection of a tax. 
No tax could possibly be due; it was an illegal exaction in the guise 
of a tax. The Court enjoined only the ‘‘arbitrary and capricious’’ 
determination by the Collector which, although under color of ap- 
parent authority, was nevertheless clearly ultra vires. Since the 
complete immunity of an administrative officer, acting without color 
of authority, was not within the patent intendment of the statute, 
the Supreme Court refused to accept the ‘‘general words’’ of the 
statute as implying its intendment and insisted that it would ‘‘re- 
quire specific language undoubtedly disclosing that purpose to war- 
rant the inference that Congress intended to abrogate that salutory 
and well established rule.’’ ‘7 The ‘‘salutory and well established 
rule’’ is, of course, that given the circumstances of a solid juris- 
dictional basis, a court of equity will make good use of the writ 
of injunction process to hold an administrative officer to the exercise 
only of such powers as are reasonably within the limits of his author- 
ity. 

Seen in this light, there is nothing really unusual in the Standard 
Nut decision. The question was simple. Did the statute abrogate the 
rule of law? The answer was that there was not the slightest indi- 
cation that that had been intended. The statute had made no ref- 
erence to that rule; all it accomplished was the elimination of the 
use of the injunction process as a method to fight out a controversy 
over the tax itself. Thus the traditional function of a suit in equity 
for the purpose of testing the administrative officer’s actions against 
the standard of the statutory limits of authority remained abso- 
lutely unaffected. 

However, since the development of the injunction process for that 
very purpose has been the accomplishment of administrative law, it 
is clear that the rationale of Standard Nut sounds in administrative 
law. Our difficulty with it, therefore, seems to be that it has been con- 


16 Id. at 508; emphasis added. 
17 Id. at 509. 
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sidered purely as a tax decision, one which merely carved out an 
exception to a tax law section. As such, it has been rather difficult to 
avoid stressing the element of extraordinary circumstances. How- 
ever, the key factor proves to be rather the ultra vires nature of 
the Collector’s action, a circumstance which was not unexpectedly 
rather frequently recognized by courts of equity, presumably more 
familiar with the principles of administrative law than those of tax 
law. *8 

Though the decision retains a great potential for good in jeopardy 
controversies if utilized as it was intended—as a time-tested and 
well-accepted administrative law procedure to avoid irreparable 
damage from the ultra vires act of an administrative officer and not 
as a judicially constructed exception to a revenue statute which pro- 
hibits the use of the injunction process as another method of litigat- 
ing a tax—the true fact of the matter is that, though valid as a prin- 
ciple of administrative law, it proves to be a relatively unimportant 
precedent in tax law. In the latter field, its greatest significance is 
that it has probably served to contribute the greatest portion of the 
obscurity which has bedevilled the accurate analysis of the problem. 

It cannot fail to be noted, though, that the controversy in Standard 
Nut related to a tax on oleomargarine, a tax which was not included 
among those reviewable by the Board of Tax Appeals, and there- 
fore the decision did not discuss the effect of the change in mores 
which was reflected in the legislation creating the Board of Tax Ap- 
peals. Thus, on two grounds the decision today lacks the elements of 
a controlling precedent, first, because it had had no opportunity to 
reflect the change in law (and in mores) and, second, because it could 
never have had that opportunity, since it dealt with a different kind 
of tax. 

Thus, when the answer to jeopardy problems is sought exclusively 
from the rationale of Standard Nut, the only thing to be accom- 
plished is that the effects of the petition procedure and its intimately 
related amendment to the injunction section will be completely ig- 
nored. That is the practical effect of a statement by a court that the 
tax law, ‘‘with an exception not pertinent here’’*® prohibits the 
issuance of writs of injunction against the collection of any tax. 


18 Examples are: Separate opinion by Justice Reed in Allen v. Regents of the University 
System of Georgia, 304 U.S. 439 (1938) ; Sturgeon v. Schuster, 158 F.2d 811 (10th Cir. 
1947), cert. denied, 331 U.S. 817 (1946) ; Dyer v. Gallagher, 203 F.2d 477 (6th Cir. 1953) ; 
Milliken v. Gill, 211 F.2d 869 (4th Cir. 1954); Leonardi v. Goldberg, 76 F.Supp. 747 
(D.N.J. 1941) ; Long v. Kelly, 100 F.Supp. 235 (E.D.Ala. 1951). 

19 That phrase, or one substantially identical, seems to be the standard statement of the 
controlling law which prohibits injunctions. 
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Such statement establishes a context which precludes complete an- 
alysis of the law and foredooms the petition. More important, it 
gives neither recognition nor effect to the full development of the 
rule of law which has occurred even within the Internal Revenue 


Code. 
IV 


Exclusions expressed by statutes as exceptions create grave in- 
terpretation problems, so much so, that there has been the dire 
necessity to develop a formal set of canons of construction to assist 
in establishing the legislative intent expressed by the exception. 

The exclusion expressed in section 7421 states: 

Except as provided in sections 6212(a) and (ce) and 6213(a) no suit for 
the purpose of restraining the assessment or collection of any tax shall be 
maintained in any court. 


That idea could have been adequately expressed merely by the 
existing provision in Chapter 63B, which provides that any court 
shall have authority to enjoin a method of assessment and collection 
of a deficiency not sanctioned by the provisions of that Chapter. The 
statement of exception in section 7421 is superfluous, and were it 
omitted there would be slight difference in effect. The intent, how- 
ever, would have been much clearer. Actually, the reason for the 
existence of the statement of exception in section 7421 is wholly his- 
torical. Nevertheless, the effect is that although section 7421 states 
its area of applicability in general terms and section 6213(a) 7° in 
specific language, both are co-equal in their assigned fields. And if 
either is to be given any interpretative preference, it is section 6213 
(a), which has the justifiable claim under the canons of construction 
because that section is precisely the legislative remedy prescribed 
for the faults of section 7421. 


20 I.R.C. § 6213(a) (1954) : 

‘RESTRICTIONS APPLICABLE TO DEFICIENCIES ; PETITION TO Tax CouRT. 

‘¢Time For Filing Petition And Restriction On Assessment.—Within 90 days, or 150 
days if the notice is addressed to a person outside the States of the Union and the District 
of Columbia, after the notice of deficiency authorized in section 6212 is mailed (not count- 
ing Saturday, Sunday, or a legal holiday in the District of Columbia as the last day), the 
taxpayer may file a petition with the Tax Court for a redetermination of the deficiency. 
Except as otherwise provided in section 6861 no assessment of a deficiency in respect of 
any tax imposed by subtitle A or B and no levy or proceeding in court for its collection 
shall be made, begun, or prosecuted until such notice has been mailed to the taxpayer, nor 
until the expiration of such 90-day period or 150-day period, as the case may be, nor, if a 
petition has been filed with the Tax Court, until the decision of the Tax Court has become 
final. Notwithstanding the provisions of section 7421(a), the making of such assessment 
or the beginning of such proceeding or levy during the time such prohibition is in force 
may be enjoined by a proceeding in the proper court.’’ 
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But the situation is entirely different with section 6861(a) 74 which 
truly expresses an exception.” What it does is to modify, in certain 
few specified situations, a part of the procedure prescribed in sec- 
tions 6212(a) and (c) and 6213(a), and the specified situations are 
no other than those which would normally be controlled by those 
sections were it not for the circumstance of jeopardy. At the most, 
section 6861(a) authorizes a deviation in the collection process, and 
having done that, it speaks no further. It says nothing about the re- 
instatement of the injunction bar. Hence, it would seem erroneous to 
consider that a deviation limited to procedure only also serves to 
take the matter completely out of the area controlled by section 
6213(a) and to reinstate the authority of section 7421. 

To reach that conclusion requires, too, acceptance of the premise 
that section 6861(a) establishes an entirely different, independently 
existing authorization for a collection procedure. It is completely 
evident, however, that section 6861(a) is merely an adaptation of 
the procedure prescribed in sections 6212(a) and (c) and 6213(a) to 
meet the special circumstances which it clearly identifies. Otherwise 
section 6861(a) deals with the identical subject-matter and is in- 
tended to achieve substantially the same results, changed only with 
respect to one step in the collection process which is required by the 
single circumstance of jeopardy. 

Moreover, here the canons of construction operate against the im- 
plied extension of section 6861(a). Since section 6213(a) remedies a 
fault of section 7421, section 6861(a) would effect, where applicable, 
a destruction of some part of that remedial legislation. But such 
destruction may not be presumed, it must be specifically accom- 
plished. Therefore, the entire collection procedure in jeopardy cases, 
operating as it does to deprive taxpayers of the benefit of remedial 
legislation, is itself subject to an adverse presumption and its au- 
thority to accomplish the supersedure ought to be strictly serut- 
inized. One must conclude therefore that the true analysis of a suit ** 

21 L.R.C. § 6861(a) (1954): 

‘¢ JEOPARDY ASSESSMENTS OF INCOME, EsTATE, AND GIFT TAXES. 

‘¢ Authority For Making.—If the Secretary or his delegate believes that the assessment 
or collection of a deficiency, as defined in section 6211, will be jeopardized by delay, he shall, 
notwithstanding the provisions of section 6213(a), immediately assess such deficiency (to- 
gether with all interest, additional amounts, and additions to the tax provided for by law), 
and notice and demand shall be made by the Secretary or his delegate for the payment 
thereof.’’ 

22 The point is that whereas section 6213(a) sets up an independent procedure which 
is entirely outside the influence of section 7421, section 6861(a) operates within the pro- 
cedure of section 6213(a), remains subject to its influence, and merely adds another pro- 


viso. It could also have been included within section 6213(a). 
23 The language of section 7421 has been retained, although in the federal courts Rule 2 
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to enjoin a jeopardy assessment and collection is that it is a suit 
under section 6213(a) and that the crucial question in the proceeding 
is whether there exist the section 6861(a) circumstances which are 
the only circumstances that justify the forfeiture of the taxpayer’s 
statutory right to the normal collection procedure established by 
section 6861 (a). 

From this analysis it should follow that the modification of the col- 
lection procedure prescribed by the latter section does not create an 
independently existing collection method which is so much alien to 
that ‘‘excepted’’ from the operation of section 7421 that the mod- 
ified procedure falls back and becomes part of the residuum not 
originally excluded or excepted from the effect of that section. Thus, 
regardless of whether the collection procedure is normal or special 
under section 6861(a), the truth of the matter is that section 7421 is, 
by its own language, inoperative in the entire question. The real 
issue is whether the taxpayer is entitled to the benefits of section 
6213(a) or whether he has forfeited some portion of those rights and 
hence must suffer the disability prescribed by another section, not 
section 7421, but section 6861(a). 

That particular question cannot be reached when courts consider 
the issue as one controlled by section 7421 which, ‘‘ with an exception 
not pertinent here,’’ forbids injunctions. The issue is not whether 
the reservation is pertinent; it is rather whether the matter already 
excepted is to be subjected to a further exception. In short, is it 
under the exception or under the exception to the exception? Toss- 
ing it aside lightly on the ground that it is part of the residuum not 
originally excepted constitutes total failure of identification of the 
only question posed by the controversy. 

Unquestionably, whether normal or summary collection proce- 
dure is to be used is a matter for determination by the Secretary, 
but that determination has been made dependent upon a condition 
ambiguously stated to be, ‘‘ When the Secretary believes. ...’’ 

It is possible, of course, to search the legislative history which will 
then disclose that the Ways and Means Committee defined ‘‘be- 
lieves’’ as meaning ‘‘finds.’’ ** Independently, however, one must 
come to the very same conclusion; otherwise the laboriously con- 
structed subchapter, Deficiency Procedures in the Case of Income, 


of the Federal Rules of Civil Procedure designates all actions as ‘‘ civil action[s],’’ coalese- 
ing law and equity. 

24H.R. Rep. No. 1, 69th Cong., Ist Sess. 10 (1925), 1939-1 Cum. Buty. 322: ‘‘By 
‘jeopardy’ is meant cases where the Commissioner finds the assessment or collection of 
the tax will be jeopardized by the delay incident to the proceedings before the Board and 
the courts.’’ (emphasis added). 
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Estate, and Gift Taxes,» becomes a hypocritical gesture. If Con- 
gress intended the remedy of the protection of a ‘‘code of proce- 
dure’’ which in general outlaws summary collection, it could not 
have also made it absolutely dependent upon a whimsical belief 
entertained by the Secretary. Nevertheless, that would be the precise 
effect, unless the statute also intended that the action of the Secre- 
tary dissolving the bar should be predicated on an honest adjudica- 
tion of the reality of the jeopardy. Belief in this case cannot mean 
other than an adjudication. Hence it is inescapable that the crux of 
the matter must narrow down the issue of the reviewability of the 
Secretary’s adjudication of ‘‘jeopardy.”’ 

Thus analyzed, the issue bears a startling resemblance to that in 
Standard Nut. We are again confronted by a question involving the 
review of the limits of authority of an administrative agency, and 
it is just as possible to conclude that here, as it was in Standard Nut, 
the traditional function of courts of equity permits the inquiry. In- 
deed, it is the specific rationale of Standard Nut that the prohibition 
against equity suits does not affect that jurisdiction. 

One need not, however, rely entirely on ancient precedent. It is 
only necessary to examine again the context of the controversy to 
gain aclearer picture of the taxpayer’s position. Basically, he stands 
on a right which is fundamentally incontrovertible: the right to en- 
join summary collection.** He is deprived of this right by the action 
of the Secretary who acts under the claim of authority under section 
6861(a). If the Secretary has acted beyond the authority granted by 
that section, the taxpayer has suffered an unlawful suppression of 
his rights under section 6213(a). 

To deny a taxpayer in such circumstances the right or ability to 
obtain court assistance for the enforcement of the right or remedy 
thus granted to him by statute requires the most specific and most 
positive statutory proscription. It is impossible to presume that the 
legislature has created a right or granted a remedy and also in- 
tended that such right or remedy be unobtainable by judicial proc- 
ess.77 

It is therefore difficult indeed to see how it is possible for a court 
to conclude that the decision to collect by ‘‘jeopardy’’ which engen- 
ders such suppression is not subject to review. Unfortunately, a few 


25 The similarity of the title to that of the Administrative Procedure Act (60 Stat. 243 
(1946) ) is striking. 

26 1.R.C. § 6213(a) (1954); United States v. Williams, 161 F.Supp. 158 (E.D.N.Y. 
1958) ; Maxwell v. Campbell, 205 F.2d 461 (5th Cir. 1953) ; Repetti v, Jamison, 131 F,Supp. 
626 (N.D.Cal. 1955), aff’d, 239 F.2d 901 (9th Cir. 1956), 

27 Leedom v. Kyne, 79 Sup. Ct, 180 (1958), 
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have, and hence it is necessary to look again at those decisions. One 
notes immediately that these cases invariably hold that the Sec- 
retary’s authority is discretionary and therefore non-reviewable. 
In the full glare of thorough analysis, that conclusion, however, 
turns out to be much too glib. 

Probably the most recent illustration of a decision which was sen- 
sitive to the need for some discussion of the nature of the jeopardy 
assessment power is Publishers New Press, Inc. v. Moysey,** but 
the frame of the reference again foreclosed its consideration. The 
reference was only for the purpose of disposing of a troublesome 
contention raised by the petitioner. It was accomplished by a bare 
statement of a rule: ‘‘The discretion vested in the Commissioner to 
make jeopardy assessments is not subject to a review by this 
Court.’’ ® The Court did not bother to examine the basis of that 
statement but was content to rely on an assumption of definitive 
precedent existing in two other cases. 

The controversy in the more recent of those two cases, Adler v. 
Nicholas,® confronted that Court in the context of a jeopardy as- 
sessment with rather confused pleadings combining problems of 
proper identification of the person actually liable for the tax and, 
in the words of the Court, use of a request for relief of a writ of in- 
junction ‘‘to adjudicate a dispute: tax liability before payment, and 
the relative rights of the parties to the various sums of money in- 
volved, and rights thereto, and to require the collector to pay into 
the registry of the court monies collected by restraint and levy, and 
to abide the decision of the court.’’ ** The Court ruled that it could 
do none of these, because it had no jurisdiction to enjoin the collec- 
tion of a tax; the proper remedy was some form of statutory action. 

On the appeal * the reviewing Court commenced by giving lip- 
service to the statement below of the law—that section 3653 of the 
1939 Code forbade injunctions against the collection of taxes. How- 
ever, the Court proceeded to re-analyze the facts and established 
that the proceeding was not one by a taxpayer against the collector 
to restrain the collection of a tax, but rather an action to test the 
right of the Government to levy on property not owned by the per- 
son who, in the Government’s claim, was actually liable for the tax. 
The Court said there was no rule of law which required a person 
to pay, under duress, the tax liability of another person and then 


28 141 F.Supp. 340 (N.D.N.Y. 1956). 

29 Publishers New Press, Inc. v. Moysey, supra note 28, at 343. 
30 70 F.Supp. 514 (D.Colo. 1946). 

31 Adler v. Nicholas, supra note 30, at 516. 

82 Adler v. Nicholas, 166 F.2d 674 (10th Cir. 1948), 
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go into a court of law to recover the amount so paid. In such cir- 
cumstances, the Court continued, ‘‘[H]is proper remedy would be 
to go into a court of competent jurisdiction and enjoin the govern- 
ment from proceeding against his property.’’** The matter was 
remanded for determination on the merits, but it was ordered that 
the United States be impleaded as a defendant. 

It is difficult to see how that opinion offered any rational support 
to the principle expounded as law by the judge in Publishers New 
Press; indeed, it establishes the contrary. It is much more evident 
that it was held that section 3653 did not bar the suit, even though 
the subject-matter did relate to funds collected as taxes and though 
the collection was by summary procedure. The decision really fol- 
lowed in the footsteps of Standard Nut ; the tax collection was a com- 
pletely illegal exaction in the guise of a tax, and the Court was not 
even disturbed by the fact that the United States and not the col- 
lector was the actual defendant. Hence one must conclude that the 
opinion is actually authority for the converse of that for which it 
was quoted. It should be noted in passing that the tax involved was 
an excise tax, not subject to review in the Tax Court. 

There remains the last cited authority, The Foundation Company 
v. United States.* Since this case arose and was decided in the Court 
of Claims, which has no equity jurisdiction, it must be evident that 
the proceeding could not be one with purpose to enjoin. The decision 
thus becomes suspect with respect to its own authority to establish 
arule relating to the restraining jurisdiction of courts of equity. In- 
deed, the issue it decided had nothing at all to do with such jurisdic- 
tion ; it concerned itself with the question of the right to recover an 
amount of taxes paid by reason of an assessment claimed to be void 
because unlawfully assessed by jeopardy assessment when no jeop- 
ardy actually existed. 

It is possible to be very critical of the decision with respect to the 
reasons advanced by it to sustain the legality of that assessment, but 
such discussion would be quite irrelevant here. The point is that the 
opinion had nothing to say, and said nothing, about injunctions; nor 
could the Court of Claims establish precedent on that subject. 

The rule in Publishers New Press turns out, therefore, to be abso- 
lutely unsupported by the existence of precedent as was claimed and, 
as has also been noted, unsupported too by independent reasoning. 
Its error can easily be demonstrated. Since it assumes that disere- 
tionary power exercised by an administrative agency is non-review- 


33 Id. at 678. 
8415 F.Supp. 229 (Ct.Cl. 1936). 
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able (the conclusion, too, is, of course, not accepted as absolutely re- 
quired ; discretionary powers are not automatically non-reviewable), 
it is necessary to analyze the jeopardy assessment authority itself. 

It seems quite clear, however, that a power is discretionary only 
if the agency which possesses it may either exercise it or refrain 
from exercising it; or if the agency may choose the time to exercise 
it; or if the agency may elect the degree to which the power may be 
exercised. But the jeopardy assessment authority may be exercised 
only when the Secretary ‘‘believes’’ that the tax will be jeopardized, 
and when he so ‘‘believes,’’ he ‘‘shall’’ assess. There is not the 
slightest authority granted to him not to believe when he ought to 
believe, or not to assess when he does believe. In such circumstances, 
the authority is more properly definable as non-discretionary and 
thus, of necessity, there falls away the only claimed basis for the 
ruling of non-reviewability. 

Nor is the possible fact of absence of specific provision for review- 
ability crucial in the matter. In the law of administrative procedure, 
the non-reviewability of an agency authority is not usually deter- 
mined by reason of such absence.* That is in addition to the point 
that the general design of the administrative procedure provisions 
incorporated within the Code implies such reviewability, if the Con- 
gressional scheme to provide judicial review of deficiency determin- 
ations prior to collection (whenever the safety of the collection will 
not be jeopardized) is to be given effect and not to be frustrated com- 
pletely. 


Vv 


In summarizing the conclusions presented thus far, the ultimate 
observation which has been urged is that the Internal Revenue Code 
itself incorporates within its sections a much advanced concept of 
the distinction between the legality of the tax and the legality of the 
determination by the Secretary relating to such tax. As indicated, 
that distinction is the primary reason behind the statutory plan for 
the review of deficiency determinations in the Tax Court and for the 
enactment of an absolute bar on the general collection of such de- 
ficiencies until the determinations have been approved. A similar 
distinction may also be said to be the very foundation upon which 
the basic concepts of administrative law have been established. 

Nor is the distinction an absolute stranger to the body of judge- 
made law which has paralleled the development of a statutory sys- 


35 This point is one of the many aspects of the question of judicial review which is fully 
explored in Jaffe, supra note 7. 
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tem of federal taxation. From the very beginning, courts of equity 
have recognized the same distinction. As Justice Butler showed in 
Standard Nut,** the first statute which restricted the equity jurisdic- 
tion of courts in tax controversies was but declaratory of the pre- 
viously existing policy of the Supreme Court not to resolve by in- 
junction proceedings controversies relating to the legality of taxes. 
Nevertheless, it had never been the rule that the same immunity en- 
joyed by the Government with reference to judicial review of tax 
levies (except as the Government had waived its immunity and con- 
sented to suit) also applied to adjudications by the collector which 
were such arbitrary and capricious interpretations of the taxing 
statutes as to be deemed without color of authority.* If the rationale 
of Standard Nut has any meaning, it is that that distinction, always 
adhered to by the Supreme Court, had not been abrogated by the 
statute which in some lesser degree had restricted equity jurisdic- 
tion. 

It was precisely because tax controversies had become challenges 
to tax adjudications rather than to tax levies that the inadequacy of 
a review subsequent to collection of taxes became obvious and also 
acute. The procedure established by Congress, which postponed 
generally all tax collections of deficiencies until approval by a re- 
viewing tribunal, was the specific remedy for that newly-sensed 
wrong. Congress in no uncertain terms gave the remedy the full pro- 
tection of the injunction process. Moreover, whereas previously the 
review of agency action had been available only in the combined 
circumstances of arbitrary and capricious action and unusual hard- 
ship amounting to irreparable injury, the Congressional remedy 
completely erased the stringent conditions and granted relief with- 
out consideration of the existence of special circumstances. 

On critical examination, the jeopardy procedure can be seen to be 
not a separate exercise of the plenary power of the United States to 
levy taxes and collect revenue, but merely a practical device within 
the statutory collection procedure, designed to prevent abuse of that 
procedure. It is not an alternative procedure as much as it is a safety 
mechanism which assures that the remedial legislation, of which it 
is an integral part, will not misfire. If it is understood as merely a 
necessary adjunct to the Secretary’s authority in order to insure a 


36 See note 12 supra. 

87 ‘¢ And this court likewise recognizes the rule that, in cases where complainant shows 
that in addition to the illegality of an exaction in the guise of a tax there exist special and 
extraordinary circumstances sufficient to bring the case within some acknowledged head of 
equity jurisprudence, a suit may be maintained to enjoin the collector.’’ Miller v. Standard 
Nut Margarine Company of Florida, 284 U.S. 498, 509 (1932). 
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limited end, it will follow that the jeopardy procedure was neither 
intended nor should it be permitted to frustrate the basic remedial 
purposes of the entire legislation. To treat it as an independent ex- 
ercise of the sovereign taxing power of the United States is not only 
to ignore its functional connection with the entire legislation, but 
also to confuse the separate issue of sovereign immunity with that 
of unrestricted immunity of the sovereign’s agents in acts outside 
the scope of their authority. 

There no longer is doubt that a taxpayer has the absolute right, in 
normal circumstances, to the assistance of a court of equity to enjoin 
summary collection of deficiencies. It should also be evident that this 
right dissolves only in the circumstances of jeopardy to the tax. 
Although, the existence of ‘‘jeopardy’’ is adjudicatable only by the 
Secretary, the taxpayer must nevertheless be granted the oppor- 
tunity to have a court of equity rule whether the circumstances do, 
indeed, reasonably justify the administrative agency’s adjudication 
or whether the action is entirely capricious. Unless the right to such 
review is confirmed, the entire Congressional remedy is reduced to 
a shell; it has substance only by grace of the agency. 

The existence of a little administrative procedure code within the 
Internal Revenue Code gives evidence that Congress was thinking 
in terms used in administrative law. It enacted substantially the 
same concepts of a presumption of review which are the earmarks 
of the modern statutory codification of the principles governing 
agency procedure.** At the very least, it shows that Congress was 
responsive to these principles. Nevertheless, while basically, the In- 
ternal Revenue Code is only a compilation of substantive rather 
than adjective law, and not unlike any other organic statute which 
promulgates the basic law relating to a government purpose, and 
also establishes an administrative agency to bring that purpose to 
fruition, the Code is rather sketchy with respect to matters of 
judicial ‘‘oversight’’ of the agency. Although, in general, courts 
have not enthusiastically accepted full responsibility to ‘‘oversee’’ 
agency action, probably no other field of such agency review has been 
so productive of dubious precedents of lack of jurisdiction as has 
been that of taxation. 

Hard logic, however, drives home the conclusion that the enactment 
of codified, generally-applicable rules to regulate agency procedure 
(chiefly because of dissatisfaction with the reluctance of courts to 
assume regulatory responsibility) *° should have as persuasive an 


38 Administrative Procedure Act § 10, 60 Stat. 243 (1946). 
89 Universal Camera Corporation, 340 U.S. 474 (1951) ; Schwartz, The Administrative 
Procedure Act in Operation, 29 N.Y.U. L. Rev. 1173-1251 (1954). 
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influence with respect to the judicial review of procedure in the 
Service as it has had in the case of any other agencies. If that codifi- 
cation fills in the gaps in the organic statutes of all agencies, and 
does that by a general enactment existing outside of those statutes, 
it should be conceded that it performs the identical function in con- 
nection with the Code. 

One must conclude, therefore, that not only should the answer to 
the questions of judicial review be sought in the Internal Revenue 
Code and from the case-law of taxation, but also in the provisions of 
the Administrative Procedure Act and those cases which interpret 
it. 


VI 


Probably, the best approach to the Administrative Procedure Act 
is one that recognizes that it is both a codification of existing law and 
the enactment of new law.* Nor should it be overlooked that the Con- 
gressional purpose of sweeping applicability, which is expressed in 
section 12, includes even the immunity of the Act from revocation or 
supersedure except by specific legislation. 

This paper has contended that there exists no statutory preclu- 
sion of review of determinations of ‘‘jeopardy.’’ Indeed, if Phillips 
v. Commissioner *! has any deeper meaning, it is to support that con- 
tention, since even the plenary power of Congress to levy and collect 
taxes was itself held subject to a constitutional requirement for re- 
view in the courts, albeit at a subsequent time. It has also been con- 
tended here that the grant of the jeopardy assessment and collection 
power is only the delegation of an authority to act when required by 
the existence of certain rare situations, and that it completely fails 
to attain the stature of an ‘‘action ... committed to agency discre- 
tion.’’ Hence, both the determination of ‘‘jeopardy’’ and the ensuing 
action in accordance with such determination are neither immune 
from review by reason of case law nor excepted from the scope of 
section 10 of the Administrative Procedure Act.*” 


40 A good summarization of those sections which have been held to be declaratory of 
existing law and those enacting new law has been made by Schwartz, supra note 39, at 
1259-1262. 

41 283 U.S. 589 (1931). One notes that the federal taxing power, though plenary, is 
nevertheless limited by the constitutional requirement that property be not taken without 
due process of law. The challenge in Phillips was, first, that summary collection offended 
that requirement. Justice Brandeis held that subsequent review was ‘‘ due process’’ within 
the meaning of the Constitution, but the ruling was that ‘‘where, as here, adequate oppor- 
tunity is afforded for a later judicial determination. ...’’ Thus, the legality of the col- 
lection was based on the existence of the preservation of review. 

42‘¢ Judicial Review: Sec. 10. Except so far as (1) statutes preclude judicial review or 
(2) agency action is by law committed to agency discretion. . . .’’ 60 Stat. 243 (1946). 
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Since it can hardly be doubted that a taxpayer suffers legal wrong 
by reason of a decision to enforce summary collection, to say nothing 
of how adversely he has been affected and aggrieved, one must con- 
clude that he possesses the right to the review which is unequivo- 
cally expressed in subdivision (a) of section 10.** When in addition 
it is noted that subdivision (e), dealing with the scope of judicial 
review, includes a mandate to the courts to set aside agency action 
which, among other things, is ‘‘arbitrary, capricious, [and] an abuse 
of discretion,’’ or ‘‘in excess of statutory authority or limitations,’’ 
there can be little doubt that the wrong suffered by a taxpayer by 
reason of a capricious determination of ‘‘jeopardy’’ is the type of 
wrong which the Act was specifically designed to remedy. More posi- 
tively is the Congressional intent established by the observation that 
subdivision (c) ** has not failed to include among reviewable acts 
even such with respect to which ‘‘there is no other adequate remedy 
in any court.”’ 

And if there is no special statutory review proceeding specified 
by statute, or even when there is but it is inadequate, subdivision (b) 
designates the process to be available for the review of the chal- 
lenged agency action. The process thus designated is any appro- 
priate form of legal process, including writs of injunction, actions 
for declaratory judgments, and habeas corpus.* 

Again, logic dictates the conclusion that even if section 7421 of 
the Code, or even if by its own language the declaratory judgment 
section * were truly to bar the injunction and the declaratory judg- 


43‘ (a) Right of Review.—Any person suffering legal wrong because of any agency 
action, or adversely affected or aggrieved by such action within the meaning of any rele- 
vant statute, shall be entitled to judicial review thereof.’’ 60 Stat. 243 (1946). 

44‘*(¢) Reviewable Acts.—Every agency action made reviewable by statute and every 
final agency action for which there is no other adequate remedy in any court shall be sub- 
ject to judicial review. Any preliminary, procedural, or intermediate agency action or rul- 
ing not directly reviewable shall be subject to review upon the review of the final agency 
action.’’ 60 Stat. 243 (1946). 

45 *(b) Form and Venue of Action.—The form of proceeding for judicial review shall be 
any special statutory review proceeding relevant to the subject matter in any court speci- 
fied by statute or, in the absence or inadequacy thereof, any applicable form of legal action 
(including actions for declaratory judgments or writs of prohibitory or mandatory injunc- 
tion or habeas corpus) in any court of competent jurisdiction. Agency action shall be sub- 
ject to judicial review in civil or criminal proceedings for judicial enforcement except to 
the extent that prior, adequate, and exclusive opportunity for such review is provided by 
law.’’ 60 Stat. 243 (1946). 

46 It has frequently been held that 28 U.S.C. § 2201 (1948) (the declaratory judgment 
statute) by its own language excludes from the declaratory judgment procedure contro- 
versies relating to taxes. However, a controversy with respect to the authority of the Sec- 
retary to invoke section 6861(a) is not a controversy relating to taxes but one relating to 
the finding of ‘‘ jeopardy,’’ which has no effect on the substantive question of taxes. The 
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ment processes as means of the review of the jeopardy determina- 
tion, both bars have been dissolved by the Administrative Procedure 
Act, because subsection (b) has independently made both those 
processes available, and such expanded mode of review established 
by the Act may not be presumed to have been modified unless ‘‘by 
clear language or supersedure.’’ *7 

Within the space limitations imposed on this payer, it is impos- 
sible to explore all the possibilities inherent in the imaginative use 
of even those few sections of the Administrative Procedure Act to 
which reference has thus far been made. One must be content with 
the hope that it has been demonstrated that there is an affinity, easily 
established, between that Act and the Internal Revenue Code; that 
it supplements and illuminates the procedural sections of the Code. 
Not only does the Act reflect identical inspiration, but also supplies 
in every direction additional support for the legal arguments which 
seek to prove that the rule of law is an inseparable aspect of the 
Code, too. 

Nevertheless, this paper should not be ended without reference to 
subsection (d) of section 10 of the Act ** which eloquently demon- 
strates that the basic contentions herein have much justification in 
reality. If there is any difference between that subsection and section 
6863 (b) (3) of the Code, it is that the former is much more thorough 
in the relief which it provides. The contention, it should be recalled, 
that the procedural remedies in taxation are generally but specific 
restatements of comparable principles in administrative law is the 
central idea of this entire discussion. 

There is perhaps a moral to be extracted here, 1.e., that taxpayers 
may best be protected against unlawful procedural acts by the broad 


finding of ‘‘jeopardy’’ is only remotely connected with federal taxes and not at all with 
‘*respect’’ to the taxes. The point urged is that interpretations of 28 U.S.C. § 2201 which 
are based on the language of the section may be considered obsolete. Assuming that section 
2201 does, by its language, actually bar the remedy in controversies involving the deter- 
mination of ‘‘jeopardy,’’ has not section 10(b) of the Administrative Procedure Act 
either removed the bar or extended the application of section 2201, as the case may be, 
to all controversies relating to agency action for which there is no remedy or no adequate 
remedy? If the procedure was not heretofore available under 28 U.S.C. § 2201, the same 
procedure is independently and separately made available through the Act. 

47 Brownell v. Tom We Shung, 352 U.S. 180 (1956). 

48‘¢(d) Interim Relief—Pending judicial review any agency is authorized, where it 
finds that justice so requires, to postpone the effective date of any action taken by it. Upon 
such conditions as may be required and to the extent necessary to prevent irreparable in- 
jury, every reviewing court (including every court to which a case may be taken on appeal 
from or upon application for certiorari or other writ to a reviewing court) is authorized 
to issue all necessary and appropriate process to postpone the effective date of any agency 
action or to preserve status or rights pending conclusion of the review proceedings.’’ 60 
Stat. 243 (1946). 
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use of concepts of justice existing in administrative law. If that is, 
indeed, the lesson, it must be evident, too, that expediency may be 
served by association with the greater effort for a more modernized 
recodification of the Administrative Procedure Act.*® 


49 The American Bar Association is actively sponsoring the recodification of the Admin- 
istrative Procedure Act. The proposed bill reflects the benefit of the experience of working 
with the Act since its enactment in 1946. 
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for new businesses or investments require an outlay 
of time, effort, and expense. The intensity of this activity may be de- 
duced from the significant amount of business formation reported 
each year.’ The heavy incidence of business failure, particularly in 
small enterprise, demonstrates the need for intelligent and informed 
judgment whether or not to enter a particular venture.” Such factors 
as the access to the capital market and the probable competitive po- 
sition of the operating enterprise must be studied.* As noted, this 
type of investigation may be costly. Although the expense of such 
studies is necessary rationally to channel resources into the market, 
the tax laws presently operate as a deterrent to investigations in 
search of a prospective commercial investment or business.‘ 


ARTHUR FLEISCHER, JR. is associated with Strasser, Spiegelberg, Fried & Frank, New 
York City. 

1 Over 350,000 small businesses have been formed each year for the past five years. 38 
SURVEY OF CURRENT BusINEsS 24 (August, 1958). 

2 See Churchill, Age and Life Expectancy of Business Firms, 35 SuRVEY OF CURRENT 
Business 15 (December, 1955) (within two years 50 per cent of new business is sold or 
liquidated) ; Hearings Before the Senate Select Committee on Small Business, 85th Cong., 
Ist Sess. 8 (1957) (high mortality rate of business in Arizona) ; Schmidt, Analyzing the 
Effects of Business Size on Sources and Uses of Funds, CONFERENCE ON RESEARCH IN BUSI- 
NESS FINANCE 35 (1952). 

3 Of course, other factors must be analyzed: access to distribution; availability and cost 
of labor, management, and resources; capital equipment needed, etc. 

4 Where there are so many speculative factors in forming a new business, a lack of tax 
relief will operate as an additional inhibition to an individual’s investing funds in a search 
for new business. The difficulty of financing investigation is parallel to the problem faced 
by a small business in raising capital. Ordinarily, the small business must pay for its expan- 
sion out of its own earnings. See Hearings, supra note 2, at 7, 40-41, 73, 328-329, 571, 1320; 
Bridge, The Financing of Investment by New Firms, CONFERENCE ON RESEARCH IN BusI- 
NESS FINANCE 65 (1952); Cochran, The Entrepreneur in American Capital Formation, 
CAPITAL FoRMATION AND EconoMIc GROWTH 339 (1955). Compare Schweiger, Adequacy 
of Financing for Small Business Since World War II, 13 J.FINANCE 323 (1958) (conten- 
tion that small business is essentially healthy). The Small Business Administration was 
established to lend money to small business where financing from private institutions would 
be unavailable. See generally Baum, The Small Business Administration: Some Potential 
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Neither the courts nor the Treasury have been responsive to the 
need for tax relief in this area. Investigatory expenses, those charges 
incurred by an individual or business entity in its search for pro- 
spective businesses or investments, might possibly be deducted as 
business or non-business expenses, business losses, or losses from a 
transaction entered into for a profit.’ However, deduction has gen- 
erally been allowed only within the latter category which has been 
restrictively defined.* Moreover, in Revenue Ruling 57-4187 the 
Treasury has recently reversed a liberal deduction allowance policy 
which ostensibly prevailed since 1922. This paper will outline the 
present position of the courts and the Treasury on the deductibility 
of investigatory expenses and indicate why this position is inade- 
quate. 


DeEpvucTION As TRADE OR Business EixPENSES 


Section 162(a) allows as a deduction all the ordinary and neces- 
sary expenses paid or incurred during the taxable year in any trade 
or business.’ This allowance includes ‘‘traveling expenses (inelud- 
ing the entire amount expended for meals and lodging) while away 
from home in the pursuit of a trade or business.’’® Amounts ex- 
pended in searching for a business or investment are not deductible 
as expenses of a trade or business, unless the taxpayer shows that 
the search is related to an already existing business.’ The search 
for a business is not itself considered a trade or business, no matter 
how extensive the activity of the taxpayer may be in the course of 


Problems, 27 U. Crnc. L. Rev. 270 (1958). The Small Business Investment Act of 1958, 
72 Stat. 689, was passed to encourage private investors to loan money to small business by 
Government guaranty of loans and the granting of tax advantages. 

5 For limited discussions, see 5 MERTENS, FEDERAL INCOME TAXATION § 28.39, 130 
(1956) ; 3 R.I.A., FepERAL Tax Co-orDINATOR L-1109 (1958). 

6 See discussion pp. 584-587 infra. It has been suggested in reference to investigatory ex- 
penses that the courts have created a no-man’s land of expenditures ineurred for acquisi- 
tive rather than personal reasons, which cannot be either deducted or capitalized by a tax- 
payer. BITTKER, FEDERAL INCOME ESTATE AND Girt TAXATION 236 (1958). 

7 1957-2 Cum. BULL. 143. 

8 ‘There shall be allowed as a deduction all the ordinary and necessary expenses paid or 
incurred during the taxable year in carrying on any trade or business. . . .’’ ILR.C. § 162(a) 
(1954). 

9 L.R.C. § 162(a) (2) (1954). 

10 Morton Frank, 20 T.C. 511 (1953); William E. Day, 15 TCM 1303 (1956); Allan 
Cunningham, 22 T.C. 906 (1954) ; William Balin, 4 TCM 1002 (1945) ; George C. Wester- 
velt, 8 T.C. 1248 (1947); Henry N. Brauner, 36 B.T.A. 884 (1937); Harold V. Bell, Jr., 
17 TCM 137 (1958) ; Leonard A. Peto, 17 TCM 139 (1958), aff’d per curiam, 262 F.2d 342 
(2d Cir. 1958); J. D. O’Connor, 13 TCM 623 (1954). See Rev. Rul. 412, 1957-2 Cum. 
BuLL. 247 (investigation not a trade or business for section 355); Robert J. Wallendal, 
31 T.C. No. 127 (1959) (interest on purchase price of a business not incurred in a trade 
or business). 
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the search." Furthermore, the word ‘‘pursuit’’ in the statutory 
phrase ‘‘in the pursuit of a trade or business’’ is not used in the 
sense of ‘‘ pursuit of or following after,’’ but ‘‘incident to or related 
to.’’ 12 

Moreover, investigatory expenses are not incurred while ‘‘away 
from home.’’ ** Section 162(a) (2) states that traveling expenses are 
deductible if incurred while away from home.* Although the Su- 
preme Court has not expressly passed on the meaning of ‘‘home,’’ 
the lower courts and the Treasury have assumed it is a taxpayer’s 
place of business. As a man in search of a business has no place 
of business, and thus no home to be away from, it is concluded his 
investigatory expenses are non-deductible.’® Thus, disbursements 
by a taxpayer in the course of investigating for a new business are 
non-deductible as trade or business expenses, unless the investiga- 
tion is related to an existing business. 

The denial of trade or business status to the activities of a search 
is perhaps understandable in the light of the historical development 
of the trade or business concept.’* The Supreme Court has gradually 


11 Eugene H. Walet, 31 T.C. No. 47 (1958); William E. Day, 15 TCM 1303 (1956) ; 
Allan Cunningham, 22 T.C. 906 (1954); William Galindos, 14 TCM 303 (1955). In the 
course of a search, a taxpayer might interview and make contact with persons who could 
aid in the business he was attempting to establish. Frank B. Polachek, 22 T.C. 858 (1954) 
(letters, promotional literature); Harold V. Bell, Jr., 17 TCM 137 (1958) (make con- 
tacts) ; Benjamin Miggins, 8 TCM 82 (1949) (same). Or data could be collected and ex- 
tensive travels and surveys undertaken. Morton Frank, 20 T.C. 511 (1953) (traveling, 
legal expenses) ; George C. Westervelt, 8 T.C. 1248 (1947) (collecting data); York v. 
Comm’r, 261 F.2d 421 (4th Cir. 1958) (survey) ; Mort L. Bixler, 5 B.T.A. 1181 (1927) 
(travel). 

12 Morton Frank, 20 T.C. 511, 513-514 (1953). 

13 Jbid.; Benjamin Miggins, 8 TCM 82 (1949) ; Allan Cunningham, 22 T.C. 906 (1954). 

14‘“There shall be allowed as a deduction all the ordinary and necessary expenses paid 

. . in earrying on any trade or business, including . . . (2) traveling expenses (including 
the entire amount expended for meals and lodging) while away from home in the pursuit 
of a trade or business... . .’’ ILR.C. § 162(a) (2) (1954). 

15 See, e.g., Barnhill v. Comm’r, 148 F.2d 913 (4th Cir. 1945) ; Morton Steinhardt Cohen, 
16 TCM 456 (1957); Fred C. Riley, 16 TCM 485 (1957) ; Raymond E. Kershner, 14 T.C. 
168 (1950) ; I.R.S. Publication No. 300, 565 CCH { 6347; Comment, 19 U. Cur. L. Rev. 
536-538 (1952) (flexibility of ‘‘home’’ concept). On travel expense generally, see 4 
MERTENS, FEDERAL INCOME TAXATION §§ 25.91-25.100 (1954); MeDonald, Travel and 
Entertainment Expenses in PROCEEDINGS OF NEW YORK UNIVERSITY ELEVENTH INSTITUTE 
ON FEDERAL TAXATION 1173 (1953); Note, 43 Va. L. Rev. 59 (1957). 

16 See cases cited, note 13 supra. 

17 See Allen and Orechkoff, Toward a More Systematic Drafting and Interpreting of the 
Internal Revenue Code ; Expense, Losses, and Bad Debts, 25 U. Cut. L. Rev. 43-48 (1957) ; 
Messamer, What Constitutes a Trade or Business Under Federal Income Tax Laws, 3 Kan. 
L. Rev. 99 (1954) ; Comment, 23 U. Cur. L. Rev. 114-115 (1955) ; compare Kaminsky, Are 
All Deductions a Matter of Privilege, 37 Taxes 137 (1959) (historical background of de- 
duction sections). 
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limited the scope of this phrase so as to require a holding out of one’s 
self to others as engaged in the selling of goods or services."* Investi- 
gatory activities do not qualify in this setting. 

Furthermore, by denying deduction to campaign expenditures of 
a judge in his attempt to be elected, the Supreme Court in McDonald 
v. Commissioner ' created a basis for similar denial in the business 
search area. The Court here conceded that the performance of a 
judicial office constituted the carrying on of a trade or business. 
However, campaign expenses were non-deductible since they were 
not expenses incurred in being a judge, but in trying to be one.”° The 
parallel with the search cases where the taxpayer is looking for a 
business is easily drawn.”! Moreover, in another similar area, the 
cases have consistently held that the cost of seeking employment is 
non-deductible,” as is that of resuming employment.”* Such expendi- 
tures are considered similar to the purchase of good will.** Thus, in 


18 Deputy v. DuPont, 308 U.S. 488 (1940) (concurring opinion) ; see Allen and Orech- 
koff, supra note 17, at 45-47. It is to be noted that the phrase ‘‘trade or business’’ is used 
in more than sixty sections of the Internal Revenue Code. And what is a trade or business 
for one purpose is not necessarily one for another. 

19 323 U.S. 57 (1944) ; Note, 13 Gro. Wasu. L. Rev. 489 (1945) ; Note, 30 Iowa L. REv. 
577 (1945) ; Note, 8 U. Der. L.J. 136 (1945). 

20 See also Revere Racing Ass’n v. Scanlon, 137 F.Supp. 293 (D.Mass. 1955), aff’d, 232 
F.2d 816 (1st Cir. 1956). In this case the taxpayer, a racing association, incurred expenses 
in attempting to persuade voters to vote for pari-mutuel betting. Like McDonald (note 19 
supra), where disbursements to win an election were involved, this case presented public 
policy reasons for denial of deductibility. See Brodsky and McKibbin, Deduction of Non- 
Trade or Non-Business Expenses, 2 TAx L. Rev. 47 (1946) (public policy issue renders 
McDonald of doubtful authority). In one case the Court denied deduction to campaign 
expenditures where the taxpayer was elected. May v. Bowers, 201 F.2d 401 (4th Cir. 1953), 
cert. denied, 345 U.S. 969 (1952). Besides finding such costs were not incident to any trade 
or business, the Court expressly held they were contrary to public policy. If the public policy 
argument is not available, it is difficult to see why a successful candidate may not depreciate 
his campaign expenditures over the period of his office, for they are an expense of acquiring 
an asset with a limited life. But see, id. at 403 (no capitalization as a personal expense). 
See also Rev. Rul. 1, 1953-1 Cum. BuLL. 36 (legal expenses incurred in successfully defend- 
ing a contested election are non-deductible by a public officer). 

21 McDonald has often been cited in the investigation area as authority for denying de- 
deduction. See, e.g., Morton Frank, 20 T.C. 511 (1953). For a possible limitation on McDon- 
ald, see Penton v. United States, 259 F.2d 536 (6th Cir. 1958), reversing, 57-2 U.S.T.C. 
§ 9853 (E.D.Tenn. 1957) (taxpayer allowed to carry back losses from a year in which he 
had ceased business operations). 

22 Mort L. Bixler, 5 B.T.A. 1181 (1927) ; Albert A. Loden, 15 TCM 134 (1956); Ray- 
mond L. Collier, 13 TCM 857 (1954) ; Leon Chooluck, 13 TCM 864 (1954) ; William Galin- 
dos, 14 TCM 303 (1955) ; LT. 1397, I-2 Cum. Buty. 145 (1920); G.C.M. 5533, VIII-1 
Cum. BULL. 166 (1929). 

23 Henry G. Owen, 23 T.C. 377 (1954) ; Benjamin Miggins, 8 TCM 82 (1949). 

24 Harold V. Bell, Jr., 17 TCM 137 (1958) (similar to organizational expenses or pur- 
chase price of an asset) ; Henry G. Owen, 23 T.C, 377 (1954) (preservation of good will) ; 
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the same category, educational expenses, the cost of a bar review 
course, and fees for admittance to the bar may not be deducted.” 

The ‘‘home’’ rationale for denying deductibility to investigatory 
expenses is unwarranted. These expenses include more than the 
usual ‘‘travel’’ costs of meals and lodging; ** fees to attorneys and 


Benjamin Miggins, 8 TCM 82 (1949) ; cf. Rev. Rul. 55-291, 1955-1 Cum. BuLL. 317 (lee- 
tures to establish reputation). It is interesting to note that the Service has ruled that em- 
ployment agencies’ fees are deductible. O.D. 579, CuM. BULL. No. 3, 130 (1920). Although 
the ruling is an old one, the Treasury apparently still follows it. How to differentiate logi- 
eally between a deductible employment agency fee and non-deductible travel expenses to 
secure employment escapes the author and others. See Bittker, The Individual as Wage 
Earner in PRocEEDINGS OF NEW YorRK UNIVERSITY ELEVENTH ANNUAL INSTITUTE ON FED- 
ERAL TAXATION 1166 (1953). It is true that often employment fees do not have to be paid 
unless a job is secured. Thus, the Treasury might feel the obligation to pay arose after the 
taxpayer was in a trade or business. But the time of the obligation to pay should be imma- 
terial if the basis for denial in this area is that the expense is incurred to establish the 
taxpayer in a business. Certainly, an agency fee is as important as travel expenses in 
putting the taxpayer in a business. For a similar logical difficulty, see I.T. 3634, 1944 Cum. 
Buu. 90, which allowed the deduction of initiation fees paid to a labor union to secure 
employment; membership in the union was a prerequisite to obtaining employment. 

25 Edward W. Banigan, 10 TCM 561 (1951) (fees to become a practicing lawyer) ; O.D. 
452, Cum. Buu. No. 2, 157 (1920) (same); Samuel W. Marshall, 14 TCM 955 (1955) 
(piano lessons to become piano teacher) ; Walter J. Dannemiller, 17 TCM 547 (1958) (cost 
of learning) ; Rev. Rul. 55-412, 1955-1 Cum. BuLL. 318 (expenses of teacher for travel 
and study on sabbatical) ; Welch v. Helvering, 290 U.S. 111 (1933) (same); Reg. Sec. 
1.212-1(a) (2) (f) (1957) ; see Loring, Some Tax Problems of Students and Scholars, 45 
Cauir. L. Rev. 153 (1957). The courts have made a distinction between the expenses in- 
curred to retain a presently held position and those incurred to obtain a promotion or a new 
position. See Hill v. Comm’r, 181 F.2d 906 (4th Cir. 1950) (summer school expenses allowed 
because state law required attendance at summer school to retain the position) ; Robert S. 
Green, 28 T.C. 1154 (1957) ; Marlor v. Comm’r, 251 F.2d 615 (2d Cir. 1958) (allowed ex- 
penses of graduate study necessary to retain present position and obtain permanent work). 
However, a deduction was not allowed for expenses incurred in obtaining an advanced de- 
gree which was a prerequisite to securing a new permanent position. Robert M. Kamins, 
25 T.C. 1238 (1956). 

The amended Regulations with respect to section 162 generally follow the distinctions 
established by case law. Thus, educational expenses are deductible if the education is pri- 
marily for the purpose of maintaining or improving skills required by the taxpayer in his 
employment or trade or business, or primarily for the purpose of meeting the requirements 
of the taxpayer’s employer or requirements imposed by local law as a condition to the tax- 
payer’s retention of his ‘‘salary, status, or employment.’’ Reg. Sec. 1.162-5(a) (1958). 
Education expenses are non-deductible if the education is primarily for the purpose of ob- 
taining a new position or a substantial advancement in position, or to fulfill general educa- 
tion aspirations of the taxpayer, or to meet minimum requirements for qualification or 
establishment in a taxpayer’s intended trade or business. Reg. Sec. 1.162-5(b) (1958). The 
Regulations have narrowly limited the deductibility of education expenses by broadly inter- 
preting what constitutes entering into a new field or profession. See, e.g., Reg. Sec. 
1.162-5(e) Examples (1) and (2) (1958). See John S. Watson, 31 T.C. No. 102 (1959) 
(cost of psychiatric training allowed where doctor used training in practice). 

26 The Service itself recognizes that there is a distinction between traveling expenses 
which include meals and lodging and transportation expenses which do not. I.R.S. Publica- 
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advisers, transportation expenses, survey costs, and promotional 
literature may also be involved.” Therefore, at least to the extent 
of these latter charges, section 162(a), with its general allowance to 
business expenses, and not the traveling expenses subsection with 
its home limitation, should govern.** Such treatment as a general 
business expense will not, however, aid the taxpayer in search of a 
business because of the lack of required relationship with an exist- 
ing business.”® On the other hand, by the elimination of the ‘‘home’’ 
restriction, it might be argued that the job-seeking expenses of a 
taxpayer are deductible.*® An unemployed scientist, for example, 
may be regarded as in the trade or business of being a scientist.* 
His costs to secure employment and make himself active in his field 


tion No. 300, 565 CCH § 6347. It is only the former to which the ‘‘away from home over- 
night’’ requirement applies. Thus, a taxpayer may deduct his ordinary and necessary trans- 
portation expenses, not including the cost of meals and lodging, incurred in the course of 
his trade or business, although not away from home. Ibid. 

27 See note 11 supra. 

28 See Irene Bell, 13 T.C. 344 (1949) (cost of operating automobile) ; Rev. Rul. 190, 
1953-2 Cum. Buu. 303; BrrrxKeEr, op. cit. supra note 6, at 220. 

29 See discussion pp. 568-569 supra. 

30 At present, the cost of seeking employment is non-deductible. See cases cited, note 22 
supra. Moreover, the expense of moving from one job to another may not be deducted. 
H. Willis Nichols, Jr., 13 T.C. 916 (1949) ; Grover Tyler, 13 T.C. 186 (1949) ; Lawrence 
Perry, 9 TCM 602 (1950) ; Note, 51 Cotum. L. Rev. 118 (1951). And where the new em- 
ployer reimburses the employee for his moving expenses, such reimbursement is income to 
the employee. United States v. Woodall, 58-2 US.T.C. J 9547 (10th Cir. 1958), cert. denied, 
358 U.S. 824 (1958) ; Rev. Rul. 55-140, 1955-1 Cum. Butt. 317; Bailey, Moving and Hous- 
ing Expenses in PROCEEDINGS OF NEW YORK UNIVERSITY FOURTEENTH ANNUAL INSTITUTE 
ON FEDERAL TAXATION 1480 (1956). But where an employee is transferred in the interest 
of his employer from one permanent station to another, any reimbursement of moving costs 
is not includible in gross income. Rev. Rul. 54-429, 1954-2 Cum. Buu. 53; Bailey, Com- 
pensation With The Fringe On Top in PROCEEDINGS OF NEW YorRK UNIVERSITY SIXTEENTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 84-85 (1958). A proposed bill, H.R. 37, 86th 
Cong., Ist Sess. (1959), would provide that an employee’s reimbursed moving expenses paid 
by a new employer are not taxable income to the employee. 

31 Compare Van Der Elst v. Comm’r, 223 F.2d 771 (2d Cir. 1955) (may be in a trade or 
business although receiving no salary). A scientist, like other individuals, may be in his 
own trade or business. Rev. Rul. 57-502, 1957-2 Cum. Buu. 118 (corporate officer in a 
trade or business) ; G.C.M. 7133, VIII-2 Cum Butt. 85 (1929) (professional golf player) ; 
LR.C. § 7701(a)(26) (1954) (public official). The job-seeking scientist would not 
be regarded as an ‘‘employee.’’ Therefore, section 62(1) (1954), which denies a deduc- 
tion from adjusted gross income to trade or business expenses of employees unless certain 
conditions are met, would be inapplicable. See Chester C. Hand, 16 T.C. 1410 (1951); 
Horace E. Podems, 24 T.C. 21 (1955). If a prospective employer agreed to reimburse any 
expense incurred, the deduction from adjusted gross income should be available, since the 
expense could be regarded as ‘‘incurred . . . in connection with the performance by him 
of services as an employee, under a reimbursement or other expense allowance arrangement 
with his employer.’’ I.R.C. § 62(2)(A) (1954). 














1959] EXPENSES INCURRED IN INVESTIGATION 573 


are incident to his occupation,” and therefore such costs are prop- 
erly deductible as expenses of carrying on a trade or business. 


DepuctTion as Business Expenses or Business Lossses spy THOSE IN A 
TRADE OR BUSINESS 


Investigatory expenses are deductible as trade or business ex- 
penses or business losses if they are incident to an existing trade or 
business.** Thus the cost of architectural plans for buildings not 


32 An individual’s travel expenses may be proximately related to his business rather than 
his employer’s. Comm’r v. Peurifoy, 2 A.F.T.R. 2d 7 58-5291 (1958) (dissenting opinion) ; 
Comm’r vy. Flowers, 326 U.S. 465 (1946). It is recognized that an employer may often define 
the scope of an employee’s trade or business. See, e.g., Julius C. Henricks, 8 TCM 993 
(1949) (instructions from employer) ; Fred F. Fischer, 6 TCM 520 (1947) (taxpayer may 
be obligated by position to entertain; dictum). Thus, duties imposed by the employer will 
constitute part of an employee’s business. However, an employee’s business should not be 
regarded as limited to those activities required by his employer. Compare Comm’r v. Janss, 
58-2 U.S.T.C. § 9873 (8th Cir. 1958) (deductible expense must be caused by exigencies of 
employer’s business). Some expenses, such as professional journals, might not bear any 
relation to an employer’s business and yet could be an ordinary and necessary cost of the 
employee’s profession. 

83 Compare O.D. 579, Cum. Butt. No. 3, 130 (1920) (employment agent’s fee is deduct- 
ible) ; see Bittker, The Individual as Wage Earner in PROCEEDINGS OF NEW YorK UNI- 
VERSITY ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1166-1167 (1953). As one 
commentator has expressed it, travel in search of employment is as much an expense of 
carrying on a trade or business as the expenses of a manufacturer who sends a salesman 
in search of orders. See Bittker, supra at 1167; see also Van Iderstine Co. v. Comm’r, 2 
A.F.T.R. 2d J 58-5347 (2d Cir. 1958) (payment by buyer in hope it would be preferred over 
other buyers); Robert R. Williams, 14 TCM 373 (1955) (lawyer may deduct club dues 
which he joined to meet clients) ; 4 MERTENS, FEDERAL INCOME TAXATION § 25.91 (1954). 
A job-seeking expense is acquisitive and not personally motivated; it is impelled by a tax- 
payer’s intent to make himself an income-producing asset. But see Moses Mitnick, 13 T.C. 
1 (1949), which denies a deduction for traveling expenses to a taxpayer who had to travel 
with road shows. The fees of moving to a new job should be deductible as they are incurred 
in an employee’s trade or business. But see United States v. Woodall, 58-2 U.S.T.C. { 9547 
(10th Cir. 1958), cert. denied, 358 U.S. 824 (1958). However, the cost of moving one’s 
family, being personal in nature, would not be deductible. Of course, expenses, such as bar 
examination fees and travel costs to secure a job, may be viewed as capital expenditures in 
that the benefit of these expenditures are not necessarily consumed in one year. In such 
event, expenses to secure a job should be deductible as a loss in a year when the job is 
changed. On the other hand, such treatment would result in no deduction being allowed to 
an expenditure in the nature of a bar examination fee, unless the taxpayer stopped being 
a lawyer. Depreciation would not be allowable, as the eventual ‘‘asset’’ acquired, the right 
to practice law, does not have a measurable life. Possibly expense treatment could be al- 
lowed on the theory that the right to practice law or any other profession is not a capital 
asset. Certainly one cannot sell such a right. 

34 Gopher Granite Co., 5 B.T.A. 1216 (1927) (exploration of granite quarry) ; Reuben 
H. Donnelly Co., 26 B.T.A. 107 (1932) (expense of building up circulation of new maga- 
zine) ; Madge H. Evans, P-H B.T.A. Mem. Dec. § 39,101 (1939) (actress explores possi- 
bility of new film contract) ; Ernest E. Lloyd, 8 B.T.A. 1029 (1927) (unsuccessful attempt 
to secure secret formula) ; Rev. Rul. 56-520, 1956-2 Cum. BuLL. 170 (cost of securing tele- 
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purchased * or geologist fees for a survey may be expensed by a 
going business.** And if an enterprise has actually been started and 
later abandoned, the taxpayer will secure a business loss.** 

In only one discovered case has the taxpayer been allowed an ex- 
pense deduction for investigatory charges, although it appeared 
those expenses were not incident to any existing trade or business. 
In Leslie N. Duryea*® the taxpayer investigated several mining 
properties preliminary to their possible acquisition. Deciding the 
properties were not attractive, he abandoned the project in the same 
year as the investigation. The Court held the expenses incurred were 
deductible either as losses from a transaction entered into for a 
profit or as ordinary and necessary business expenses.** Due to the 
brevity of the opinion, it is difficult to understand the factual basis 


vision permit). See American Factors, Ltd. v. Kanne, 76 F.Supp. 133 (D.Hawaii 1948), 
rev’d on other grounds, 190 F.2d 155 (9th Cir. 1951) (contributions to business informa- 
tion agency) ; Doernbecher Manufacturing Co., 30 B.T.A. 973 (1934) (investigation into 
proposed merger), remanded on another issue, 80 F.2d 573 (9th Cir. 1935), aff’d on that 
issue, 95 F.2d 296 (9th Cir. 1938) ; Portland Furniture Manufacturing Co., 30 B.T.A. 818 
(1934) (same) ; Sibley, Lindsay & Curr Co., 15 T.C. 106 (1950) (adjustment of capital 
structure) ; Francis A. Parker, 6 T.C. 974 (1946) (cost of advice whether to incorporate 
partnership) ; Meldrum & Fewsmith, Inc., 20 T.C. 790 (1953) (same) ; Watson P. David- 
son, 27 B.T.A. 158 (1934) (deduct attorney’s fees incurred in unsuccessful attempt to 
secure lease on adjoining lands). Compare Libson Shops v. Koehler, 55-1 U.S.T.C. { 9458 
(E.D.Mo. 1955), aff’d on other grounds, 229 F.2d 220 (8th Cir. 1956), aff’d, 353 U.S. 382 
(1957) (capitalize cost of merger plan where merger effected). See also Robert R. Williams, 
Jr., 14 TCM 373 (1955) (deduct club fees of lawyer where expected to meet clients) ; Van 
Iderstine Co. v. Comm’r, 2 A.F.T.R.2d J 58-5347 (2d Cir. 1958) (expense to get preferred 
status as a buyer). Contra: Helms, Inc., 9 TCM 1116 (1950) (costs of proposed organiza- 
tion of a separate firm) ; David Schwartz Co., 1 B.T.A. 971 (1925) (cost of opening branch 
in foreign country where branch abandoned). See McDonald, Deduction of Attorney’s Fees 
for Federal Income Tax Purposes, 103 U. Pa. L. Rrv. 192-193 (1954); Lauritzen, How 
Can Legal Fees in a Corporate Reorganization Be Made Deductible, 1 Tax CouNSEL Q. 109 
(1957). 

85 Charles H. Cohen, 7 TCM 681 (1948); Murphy Transfer & Storage, 7 B.T.A. 1148 
(1927) ; Tom Moore, 19 B.T.A. 140 (1930); Robert Buedingen, 6 B.T.A. 335 (1927); 
Western Wheeled Scraper Co., 14 B.T.A. 496 (1928). 

86 Southern Trading Co., 15 TCM 1259 (1956); Red Star Yeast and Products Co., 25 
T.C, 321 (1955). 

37 Hibbard E. Broadfoot, 11 TCM 878 (1952) (failure of joint venture) ; Empire Dis- 
trict Electric Co., 4 T.C. 925 (1945) (abandonment of dam project) ; Williams Furniture 
Co., 45 B.T.A. 928 (1941) (cost of foundation where plan to construct plant abandoned) ; 
Arthur A. Byerlein, 13 T.C. 1085 (1949) (abandon dry wells); Harvey A. Heller, 1 T.C. 
222 (1942) (same); Royal W. Irvin, 37 B.T.A. 51 (1938) (abandon mining property) ; 
Reese Drilling Co., 18 B.T.A. 816 (1930) (abandon oil property, dictum); Edward A. 
Miller, 20 B.T.A. 379 (1930) (discontinue publishing venture) ; C. U. Connellee, 4 B.T.A. 
359 (1926) (abandon construction of hotel building) ; Rev. Rul. 600, 1956-2 Cum. Butt. 
171 (abandonment of air route) ; I.T. 4006, 1950-1 Cum. BuLu. 48 (abandonment of oil 
exploration). See Stream, Pioneering Activities, 26 TAxEs 67 (1948). 

38 6 TCM 926 (1947). 

39 Ibid. 























1959] EXPENSES INCURRED IN INVESTIGATION 575 


for the Court’s finding. The Court may have meant to indicate the 
general deductibility of investigatory expenses. Possibly the tax- 
payer was a dealer in mining properties or a promoter of businesses, 
although the Court found that he was not engaged in the business 
of mining.* It is significant that the cases cited in Duryea are ex- 
amples of investigations for businesses by taxpayers already en- 
gaged in an existing business.** 

It is perhaps easy to find that an expense by a corporation is pur- 
suant to its trade or business.*” But not every corporate expenditure 
is in this category.** Thus, a beer company which spent funds in ex- 


40 Ibid. 

41 See Robert Buedingen, 6 B.T.A. 335 (1927) (deduct cost of architect’s plans for build- 
ing not constructed) ; Continental Trust Co., 7 B.T.A. 539 (1927) (same; deduct cost on 
abandonment of business). 

42 See 1 RABKIN AND JOHNSON, FEDERAL INCOME, GIFT AND EsTATE TAXATION § 3.02(1), 
307 (1958). It may be the Service’s position that any profit-seeking activity of a corpora- 
tion is part of its business, It is unlikely that a corporation would be able to deduct the cost 
of investigating a new business as ‘‘research and experimental expenditures’’ within the 
meaning of section 174. See generally Alexander, Research and Experimental Expenditures 
under the 1954 Code, 10 Tax L. Rev. 549 (1955); Swanson, Tax Treatment of Research 
and Experimentation Expenditures, 34 Taxes 541 (1956). The Regulations define research 
or experimental expenditures as ‘‘ expenditures incurred in connection with the taxpayer’s 
trade or business which represent research and development costs in the experimental or 
laboratory sense.’’ (emphasis added). Reg. See. 1.174-2(a) (1) (1957). An example of such 
an expense is the cost of developing an experimental or pilot model. Ibid. An investigatory 
expense, such as a lawyer’s fees, clearly seems not contemplated within this definition. 

43 To be deductible as a business expense, a corporate expenditure must bear a proximate 
relationship to the conduct of the corporation’s business. See Radio Station WBIR, 31 
T.C. No. 80 (1959) (no deduction where radio station explores television field); Inde- 
pendent Oil Co., 4 TCM 36 (1945) (same where financing of shareholder’s business ven- 
ture). A common example of a situation where the required relationship does not exist is 
corporate payments for the benefit of shareholders. See American Properties, Inc., 28 T.C. 
1100 (1957) (cost of maintaining speedboats used by principal shareholder) ; Haverhill 
Shoe Novelty Co., 15 T.C. 517 (1950) (paid expense of daughter’s wedding of principal 
shareholder) ; Rothschild and Sobernheim, Expense Accounts for Executives, 67 YALE L.J. 
1370-1371 (1958). Similarly, the deductibility of payment by a parent corporation of ex- 
penses of a subsidiary has been denied on the ground that the expenses were incident to 
the subsidiary’s business, not the parent’s. Interstate Transit Lines v. Comm’r, 319 U.S. 
590 (1943) ; Esmond Mills v. Comm’r, 132 F.2d 753 (1st Cir. 1943) ; Missouri-Kansas Pipe 
Line Co. v. Comm’r, 148 F.2d 460 (3d Cir. 1945) ; see Lembert, Who Can Deduct a Business 
Expense, 11 Tax L. Rev. 441 (1956). Significantly, deductibility of such payment was 
allowed where the subsidiary was the sole source of supply for the parent. Fishing Tackle 
Product, 27 T.C. 638 (1957) ; see also Charles J. Dinardo, 22 T.C. 430 (1954) (payment by 
partnership of hospital losses since hospital was necessary to partnership business). Be- 
sides not being incident to the corporation’s trade or business, an expenditure may be 
denied deduction if it is unreasonable in amount, against the public policy, or not ordinary 
and necessary. 1 RABKIN AND JOHNSON, op. cit. supra note 42, at § 3.02. 

A somewhat related problem concerns the accumulated earnings tax. The fact that earn- 
ings and profits of a corporation are permitted to accumulate beyond the reasonable needs 
of the business is determinative of a corporate purpose to avoid the income tax with respect 
to shareholders. I.R.C. § 533(a) (1954). It has been generally assumed by the courts and 
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ploring a real estate deal might, plausibly, be denied a tax deduction 
on the ground that such an outlay was not incident to its trade or 
business.** On the other hand, expenses by the same company in 
investigating the ale field might be deductible because of the closer 
economic relationship between the two activities.*® 

An individual may deduct his investigatory expenses if they are 
incident to his trade or business.** For example, in Cornelius Van- 
derbilt, Jr.“ the taxpayer, who was an author and lecturer, was 
allowed to deduct lawyer’s fees incurred in connection with nego- 
tiations for a possible television series. The negotiations for nar- 
rating travel films on television was considered incident to his trade 


commentators that the reasonable needs of a business do not include accumulations to 
acquire the stock or assets of an unrelated business. See Southland Industries, 5 TCM 950 
(1946) ; Hotzman, THE Tax ON ACCUMULATED EARNINGS 16 (1956). A recent article 
argues that the Proposed Regulations with respect to sections 531 through 537 of the 1954 
Code interpret ‘‘the business’’ to include unrelated businesses. Altman, Corporate Accumu- 
lation of Earnings, 36 TaxEs 951-952 (1958). See also Rev. Rul. 56-330, 1956-2 Cum. 
BULL. 204 (no tax-free reorganization where resulting corporation had no ‘‘ continuity of 
business enterprise’’ with merged entities). 

44 See Radio Station WBIR, 31 T.C. No. 80 (1959) (radio station may not deduct 
as a business expense cost of entering television field). Compare Helms, Inc., 9 TCM 1116 
(1950) (denial of deduction of costs of proposed organization of new firm); David 
Schwartz Co., 1 B.T.A. 971 (1925) (cost of opening branch in foreign country). It is to 
be noted individual taxpayers have not been allowed to deduct the costs of searching for 
a business which the Tax Court did not consider related to the taxpayer’s existing business. 
See J. W. York, 29 T.C. 520 (developer of residential areas investigates industrial projects), 
rev’d, 261 F.2d 421 (4th Cir. 1958) (Court of Appeals found search part of existing busi- 
ness). Compare Rev. Rul. 55-237, 1955-1 Cum. BULL. 317 (taxpayer, engaged in investing 
in independently produced pictures in the United States, denied deduction of travel ex- 
penses to Europe to explore possibility of making more favorable investments there). See 
Cornelius Vanderbilt, Jr., 16 TCM 1081 (1957) (required relationship found). By a parity 
of reasoning, corporate investigation in unrelated areas should be regarded as not incident 
to the corporation’s trade or business. See note 43 supra. 

45 It is interesting that in most of the cases allowing the deduction as a business expense 
or business loss, the investigated or abandoned enterprise involved the same business as 
the corporation incurring the expense. See Southern Trading Co., 15 TCM 1259 (1956) 
(cost of survey of land for oil to company in business of acquiring oil and gas interests) ; 
Empire District Electric Co., 4 T.C. 925 (1945) (electric company abandons construction 
of hydroelectric plant) ; Doernbecher Manufacturing Co., 30 B.T.A. 973 (1934) (cost of 
plans of merger of furniture company into another furniture company) ; Edward A. Miller, 
20 B.T.A. 379 (1930) (taxpayer in publishing business abandons new periodical) ; Reuben 
H. Donnelly Co., 26 B.T.A. 107 (1932) (taxpayer in local classified advertising business 
abandons national directory) ; Gopher Granite Co., 5 B.T.A. 1216 (1927) (monument com- 
pany explores granite quarry). 

46 York v. Comm’r, 261 F.2d 421 (4th Cir. 1958); Cornelius Vanderbilt, Jr., 16 TCM 
1081 (1957) ; Madge H. Evans, P-H B.T.A. Mem. Dec. { 39,101 (1939) (actress seeking 
new contracts) ; Cubbedge Snow, 31 T.C. No. 63 (1958) (law partners paying cost of 
carrying out their agreement to reimburse operating deficiencies of federal savings and 
loan association which they had organized to revitalize community home loan business on 
which their title abstract business depended). 

47 16 TCM 1081 (1957). 
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or business of being a lecturer. And in York v. Commissioner * a de- 
veloper of commercial and residential real estate deducted the cost 
of investigating an industrial development. The latter activity was 
regarded as part of the business of developing real estate, not as an 
exploration into a new field. 

A promoter of business and investment enterprises should also 
be allowed to deduct investigatory expenses as incident to his trade 
or business. A promoter organizes, finances, manages, and deals in 
enterprises,*® and for bad debt purposes, this activity is regarded 
as the trade or business of promoting.®® Consequently, debts created 
incident to this business are treated as business bad debts." As in- 
vestigatory expenses are a necessary part of promoter-activity, they 
should therefore be deductible as business expenses.*? However, the 
courts have apparently not extended the concept of promoting as a 
business from the field of bad debts to other areas where it logically 
belongs.** 


CrITIQUE OF ExPENSE SECTION aS APPLIED TO INVESTIGATORY EixPENSES 


The application of the expense section to investigatory expenses 
has been arbitrary and discriminatory.” In the first place, corpora- 


48 261 F.2d 421 (4th Cir. 1958). 

49 See Allen and Orechkoff, supra note 17, at 49; Bakst, Bad Debt Treatment of Stock- 
holder Loans to Closely-Held Corporations, 25 N.Y. CERTIFIED PUBLIC ACCOUNTANT 51 
(1955). 

50 See Giblin v. Comm’r, 227 F.2d 692 (5th Cir. 1955) ; Charles G. Berwind, 20 T.C. 808 
(19538), aff’d per curiam, 211 F.2d 575 (3d Cir. 1954) ; Henry E. Sage, 15 T.C. 299 (1950). 

51 See cases cited, note 50 supra. 

52 See Michael Markovits, 11 TCM 823 (1952). 

53 Compare George F. Arata, 31 T.C. No. 36 (1958) (taxpayer argued for business 
loss because he was in the ‘‘promoting’’ business); Thomas Reed Vreeland, 31 T.C. 
No. 11 (1958) (taxpayer argued sale of stock resulted in ordinary loss, pursuant to promo- 
tion business) ; Allen and Orechkoff, supra note 17, at 56-57. 

54 For a general criticism of these sections, see Allen and Orechkoff, supra note 17, at 
42-48. An example of the arbitrary results which might be achieved by a literal application 
of the Code is where a corporation holds securities for investment. It is arguable that ordi- 
nary investment expenses, such as safe deposit fees, may not be deducted by a corporation. 
Section 212 allows individuals to deduct these costs. However, this section does not apply to 
corporations. And section 162 may also be regarded as unavailable, as the holding of securi- 
ties is not considered a trade or business. Higgins v. Comm’r, 312 U.S. 212 (1941) ; compare 
South American Gold & Platinum Co., 8 T.C. 1297 (1947), aff’d per curiam, 168 F.2d 71 
(2d Cir. 1948) (control of subsidiary by a holding company may be a trade or business). 
The Service apparently allows deduction of such costs on the theory that any profit-seeking 
activity of a corporation is part of its trade or business. BITTKER, op. cit. supra note 6, at 
194; see note 42 supra. For divisive reorganization purposes, the holding of securities for 
investment is not regarded as an ‘‘active trade or business.’’ Reg. Sec. 1.355-1(e) (1) 
(1955). Of course, this definition was framed to meet the particular needs of the section in 
which it is found. 
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tions have probably been favored over unincorporated enterprises. 
Only one recently decided Tax Court case has suggested denying 
the deduction of an investigatory expense by a corporation on the 
ground that the expense was not incident to the corporation’s trade 
or business. Individuals and partnerships, on the other hand, have 
continuously faced this requirement.®* This discrimination is not 
based on the statute or the Regulations which require generally that 


55In Radio Station WBIR, Inc., 31 T.C. No. 80 (1959), the taxpayer, a corporation 
which operated an AM and FM radio broadcasting station, incurred attorney fees, engineer- 
ing fees, and related expenses during the year 1953 in connection with its prosecution before 
the Federal Communications Commission of an application for a television construction 
permit and television license. The Tax Court held that the operation of a television station 
was not the same business as the operation of a radio station. The Court therefore concluded 
that expenses incurred in 1953 for the purpose of acquiring a television license were not 
paid or incurred in carrying on a trade or business in which the taxpayer was then engaged 
so as to make such expenditures deductible as ordinary and necessary business expenses 
within the meaning of section 23(a) (1939). This holding may indicate a new awareness on 
the part of the Tax Court and the Service that corporations, like individuals, may deduct 
only those expenses which are related to an existing trade or business. The consistent use 
of such a limitation would help remove the present discrimination between the tax treat- 
ment of investigatory expenses incurred by corporations and unincorporated entities. But 
see discussion pp. 577 et seq. supra. The Court’s finding in Radio Station WBIR that a tele- 
vision station business is not incident to the AM and FM radio business is arguably restric- 
tive. The fact that the Government requires different licenses to operate in different fields of 
the communications business should not obscure the fact that radio and television are related 
parts of the communications business. That a Court of Appeals may not take such a narrow 
view of what constitutes a trade or business is indicated by York v. Comm’r, 261 F.2d 421 
(4th Cir. 1958), in which the Court held that the development of industrial real estate was 
incident to the business of developing commercial and residential real estate. For a dis- 
cussion of the problems involved in determining what is related to a trade or business, see 
notes 59, 60, and 61 infra. 

The result in Radio Station WBIR, Inc. is certainly justifiable on grounds other than 
that the purported expenses did not relate to an existing business. In 1956 the taxpayer was 
tentatively granted the television license by the FCC. Therefore, as the investigatory ex- 
penses resulted in the acquisition of a capital asset, they should have been capitalized in 
the year the asset was acquired. See discussion pp. 594 et seq. infra. The Tax Court indicated 
that capitalization would be the proper treatment if 1956 were the taxable year in question. 
See also KWTX Broadcasting Co., 31 T.C. No. 93 (1959) (capitalize cost of securing 
television permit). 

56 Thus, in Leonard A. Peto, 17 TCM 139 (1958), aff’d per curiam, 262 F.2d 342 (2d Cir. 
1958), deduction was denied to a joint venture organized to exploit an idea for establishing 
a monorail. See cases cited, note 11 supra. And in Koch v. United States, 58-2 U.S.T.C. 
{ 9831 (9th Cir. 1958), the Court indicated whether or not a partnership was in the business 
of financing motion pictures was a question of fact and did not depend on a resolution in 
the partnership agreement. Query whether the same result would obtain if a corporate char- 
ter indicated a corporate purpose was the investigation of new businesses, The interposition 
of the corporate shell may impel courts more frequently to allow deductibility of corporate 
investigatory expenses because the initial benefit of the deduction is not secured directly by 
the shareholders but by the corporation, unless a Subchapter S corporation is involved. 
Moreover, if a corporation’s operations result in complete failure, a shareholder will receive 
only a capital loss on the worthlessness of his stock. I.R.C. § 165(g) (1954). On the other 
hand, an individual in a sole proprietorship or partnership would receive the immediate 
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expenses, to be deductible, must be incident to a trade or business.” 
The corporation’s favored status may result from the Treasury’s 
view that any profit-seeking activity of a corporation is a trade or 
business.*® Although this position is commendable, there seems to be 
no logical reason why it should not also be applied to unincorporated 
entities. 

The application of the present expense law is primarily subjec- 
tive. Furthermore, it establishes an unwarranted economic distine- 
tion, depending on the nature of the search involved. The probability 
of an expense deduction depends on whether a court takes a broad 
or narrow view of a taxpayer’s trade or business. A trade or busi- 
ness encompasses a certain range of economic activities and there- 
fore the broader the court’s view, the more the activities included. 
At a certain point a court will find a search is not related to the eco- 
nomic area constituting the taxpayer’s business, but represents an 
investigation into an unrelated field. Different courts may define this 
point differently on the same set of facts. Moreover, whether a 
broad or narrow approach is utilized, it is unlikely that any court 
will find an investigation into an unrelated business as incident to 
a taxpayer’s existing business. In so far as operating enterprises 
are concerned, therefore, the tax laws would seem to stimulate hori- 
zontal and vertical, but not conglomerate, integration.™ 


benefit of a deduction from ordinary income. This distinction is not a logical basis for 
determining deductibility in one case and non-deductibility in another. Moreover, it should 
be noted that the corporate investor will obtain at least a capital loss deduction on the 
failure of an investigatory project, while the individual taxpayer may secure no tax relief. 

57 I.LR.C. § 162 (1954); Reg. Sec. 1.162-1(a) (1958) (deductible business expenses in- 
clude the ordinary and necessary expenditures directly connected with or pertaining to the 
taxpayer’s trade or business). 

58 See notes 42 and 54 supra. 

59 Compare Allen and Orechkoff, supra note 17, at 42. 

60 Compare the opinions of the Tax Court and the Court of Appeals for the Fourth Cir- 
cuit in J. W. York, 29 T.C. 520 (1957), rev’d, 261 F.2d 421 (4th Cir. 1958) ; see Radio Sta- 
tion WBIR, 31 T.C. No. 80 (1959). 

61 Similarly, it has been argued that the ‘‘active business’’ requirement of section 355 
(1954), as interpreted by the Treasury, unwarrantably discriminates between horizontal 
and vertical integrations. See Comment, Divisive Reorganizations Under the Internal Rev- 
enue Code of 1954, 67 YALE L.J. 45-47 (1957). Moreover, the reorganization sections of the 
Code have been criticized as encouraging the merger movement and the trend to monopoly 
in American industry. See Hellerstein, Mergers, Taxes, and Realism, 71 Harv. L, Rev. 279 
(1957) ; see Darrell, The Use of Reorganization Techniques in Corporate Acquisitions, 70 
Harv. L. Rev. 1188 (1957) (possible denial of tax-free treatment to a reorganization if it 
violates anti-trust laws) ; S.Rep. No. 442, 83d Cong., Ist Sess. 4 (1953): ‘‘It is irrational 
in the extreme for Congress to pass laws and provide funds for the purpose of maintaining 
competition and, at the same time, give every possible inducement through our tax laws 
for mergers and sales of small independent companies to their larger competitors.’’ Con- 
cededly, it is the function of the anti-trust laws to define what mergers substantially lessen. 
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The present law also creates a dichotomy between operating busi- | 
nesses and those seeking to commence a business. A developer of 
commercial realty may deduct the cost of investigating the indus- 
trial real estate field.** But if a taxpayer who is not in a trade or 
business investigates the same field and incurs exactly the same | 
costs, he will not be entitled to a deduction therefor. Such distinction | 





between those who are within and those who are without a trade or 
business is justified only if the expenses involved are personal in 
nature and not related to a profit-seeking activity.” 


Depuction as Non-Bustness Exprnsss 


Section 212 allows a deduction of all the ordinary and necessary 
expenses paid or incurred during the taxable year for the produc- 
tion or collection of income.™ Investigatory expenses are not deduct- 
ible as expenses incurred in the production or collection of income.™ 
For they are deemed to be incurred in an attempt to acquire prop- 
erty, which might in the future produce income, rather than to pro- 
duce or collect income from property in which the taxpayer already 
has an interest.® This distinction may be illustrated by comparing 
the non-deductible legal expenses of a person attempting to estab- 


competition. See Dane, The Case For Nonrecognition of Gain in Reorganization Exchanges, 
36 TaxEs 249 (1958). But there is reasonable basis for asserting that the tax laws should 
at least be neutral by taxing reorganization exchanges rather than subsidizing them 
through non-recognition. See Hellerstein, supra at 255-256. 

62 York v. Comm’r, 261 F.2d 421 (4th Cir. 1958). 

63 The Code generally attempts to tax only net income and allows taxpayers the right to 
deduct the cost of earning a living. BITTKER, op. cit. supra note 6, at 193-194. Therefore, 
personal expenses should be limited to those costs which are not acquisitive in character. 
The February, 1954 Draft of the AMERICAN LAW INSTITUTE FEDERAL INCOME TAX STATUTE 
permitted an individual to deduct any expense or loss which was not a personal, family, 
or living expense. An expense or loss was treated as personal ‘‘only if, taking into 
consideration the normal modes of life or the circumstances in which the taxpayer finds 
himself at the time, the expense or loss is related primarily to purposes other than gainful 
activity.’’ Surrey and Warren, The Income Tax Project of The American Law Institute: 
Gross Income, Deductions, Accounting, Gains and Losses, Cancellation of Indebtedness, 66 
Harv. L. Rev. 784 (1953). 

64 ‘Tn the case of an individual, there shall be allowed as a deduction all the ordinary 
and necessary expenses paid or incurred during the taxable year (1) for the production 
or collection of income... .’’ I.R.C. § 212(1) (1954). 

65 J. W. York, 29 T.C. 520 (1957), rev’d on other grounds, 261 F.2d 421 (4th Cir. 1958) ; 
Leon Chooluck, 13 TCM 864 (1954); Raymond L. Collier, 13 TCM 857 (1954); J. D. 
O’Connor, 13 TCM 623 (1954); Eugene H. Walet, 31 T.C. No. 47 n.1 (1958) (dictum). 
On section 212 generally, see Nahstoll, Non-Trade and Non-Business Expense Deductions, 
46 Mion. L. Rev. 1015 (1948), 

66 See cases cited, note 65 supra. 
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lish himself as the heir of a decedent ® with the deductible attorney’s 
fees paid by an undisputed life tenant to determine the amount of 
annual income payable to him.® In the same way, no deduction was 
allowed for the expenses of a European trip to explore the possi- 
bility of producing films there ® or of an audit of the books of an 
apartment house which the taxpayer contemplated buying.” 


CritiqvE or ‘‘Existine IntEREsT’’ REQUIREMENT 


The existing-interest requirement which the courts have imposed 
on section 212 is unwarranted. The requirement that a taxpayer have 
an interest in income-producing property before he may receive a 
non-business deduction is similar to the condition that he be in an 
existing trade or business before being entitled to business expense 
relief."1 But this restriction lacks the statutory support found in 
section 162.’* Section 212 states that expenses paid or incurred for 


67 Marion A. Burt Beck, 15 T.C. 642 (1950), aff’d per curiam, 194 F.2d 537 (2d Cir. 
1952) ; C. C. MeClees, 4 TCM 39 (1945) ; Reg. Sec. 1.212-1 (1956). See also Ellsworth M. 
Statler, 25 T.C. 1175 (1956) (attempt to become trustee). Compare Rev. Rul. 55-221, 
1955-1 Cum. BULL. 275 (capitalize litigation expenses incurred in suit to have residuary 
trust declared void) ; Helvering v. Stormfeltz, 142. F.2d 982 (8th Cir. 1944) (suit by ward 
to recover embezzled money from guardian). 

68 Stella Elkins Tyler, 6 T.C. 135 (1946). See also Frederick E. Rowe, 24 T.C. 382 
(1955) (deduct expense of defending remainder interest) ; J. M. Straub, 143 F.Supp. 250 
(W.D.Pa. 1956) (protection of interest in corporation). See Edelmann, Non-Trade or Non- 
Business Expenses in PROCEEDINGS OF NEw YorK UNIVERSITY SEVENTH ANNUAL INSTITUTE 
ON FEDERAL TAXATION 965 (1949). 

69 Rev. Rul. 55-237, 1955-1 Cum. BULL. 317. 

70 Cf. Robert Lyons Hague, 24 B.T.A. 288 (1931) (pre-section 212 case); Henry N. 
Brawner, 36 B.T.A. 884 (1937) (same). The existing interest requirement would seem to 
compel a finding that at least a certain part of the fees paid to an investment counsellor 
should be non-deductible. For some of the advice given by such an individual pertains to 
whether or not a taxpayer should enter into a certain investment. It is interesting that the 
cases hold fees paid to investment counsellors are generally deductible. Elma M. Williams, 3 
T.C, 200 (1944) ; Edward Mallinckrodt, 2 T.C. 1128 (1943), aff’d on other grounds, 146 
F.2d 1 (8th Cir. 1945), cert. denied, 324 U.S. 871 (1945); Reg. Sec. 1.212-1 (1956) ; 
Treusch, ‘‘ Non-Business Expenses’’ Relating to the Production or Collection of Income, 2 
Am. U. Tax Inst. 333 (1949) (deduct investment counsel’s fees in regard to whether to 
enter into income-producing transaction). 

71 See notes 10 through 12 supra. 

72 It is to be noted that section 212 (1954) is to be construed as in pari materiae with 
section 162 (1954). See Bowers v. Lumpkin, 140 F.2d 927 (4th Cir. 1944), cert. denied, 322 
U.S. 755 (1944) ; S.Rep. No. 1631, 77th Cong., 2d Sess. (1942), 1942-2 Cum. Bunt. 571; 
H.R. Rep. No. 2333, 77th Cong., 2d Sess. (1942), 1942-2 Cum. Buu. 430. This means that 
an expense to be deducted under section 212 must be ordinary and necessary, non-personal, 
and not a capital expenditure. Ibid. The term ‘‘ ordinary and necessary’’ indicates that the 
expenses must bear a reasonable and proximate relation to the production or collection of 
income, John W. Willmott, 2 T.C. 321 (1943) ; Aldo R. Balsam Trust, 3 TCM 1204 (1944). 
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the production or collection of income are deductible. Investigatory 
expenses satisfy this language as they are incurred for the produc- 
tion or collection of income. For the searcher hopes that the end 
result of his investigation will be the acquisition of an asset which 
will in the future produce income.” 

Moreover, the statutory framework of section 212 indicates the 
impropriety of the existing-interest test. Section 212(1) allows de- 
duction of expenses for the production or collection of income. On 
the other hand, section 212(2) gives similar treatment to expenses 
for the management, conservation, or maintenance of property held 
for the production of income.” Because of the existing-interest re- 
quirement, section 212(1) in effect allows deduction only to expenses 
for the production or collection of income from property held for the 
production of income. If Congress intended that a taxpayer own 
income-producing property before being entitled to a section 212(1) 
deduction, it could have so stated instead of significantly omitting 
any reference to such property in section 212(1), but inserting it in 
section 212(2).7 

The House Report on section 23(a) (2), the forerunner of section 


73 The fact that the investigatory expenses are incurred in an attempt to acquire an 
asset which will produce income should not preclude the application of section 212 (1954). 
As noted in note 78 infra, the Regulations provide that income under section 212 includes 
income which may be produced in later years. Where a search results in the securing of an 
asset, the expenses incurred therein must be added to the cost of the asset. See discussion 
pp. 594 et seq. infra. If the investigation is unsuccessful, it is the author’s thesis that the 
expenses may be deducted as incurred in the production of income. 

74 ‘*TT ]here shall be allowed as a deduction all the ordinary and necessary expenses paid 
or incurred during the taxable year... (2) for the management, conservation, or mainte- 
nance of property held for the production of income. ...’’ I.R.C. § 212(2) (1954). 

75 The House Report expressly distinguishes expenses in the pursuit of income from those 
incurred in connection with property held for the production of income. See note 76 infra. 
This distinction reinforces the argument that one need not hold property to come within 
section 212 (1954). It is interesting to note that proposals made in 1938 for a non-business 
deduction amendment by the Subcommittee of the Committee on Ways and Means would 
have required actual production of income as a condition precedent to the allowance of a 
deduction. The recommendation was to allow a deduction for expenses incurred ‘‘in the 
collection or production of amounts included in gross income, limited to fifty per cent of 
the amount collected or produced.’’ (emphasis added). See Hearings Before the House 
Committee on Ways and Means on Revenue Revision of 1941, 77th Cong., 1st Sess. 172 
(1941). The fact that this provision was omitted from the final version of the statute may 
be indicative of a Congressional intention not to require the actual production of income. 
In Loyd v. United States, 153 F.Supp. 416 (Ct.Cl. 1957), the Court expressly rejected the 
Government’s argument that property must be held by a taxpayer at the time expenses 
are incurred, in order for the expenses to be deductible as incurred in the management of 
income-producing property. But see Helvering v. Stormfeltz, 142 F.2d 982 (8th Cir. 1944) 
(expenses for management, conservation, or maintenance ‘‘imparts the idea of utilization 
and preservation of specific property owned and used by the taxpayer.’’ (emphasis added). 
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212, reinforces the contention that the word ‘‘property’’ was de- 
liberately omitted from the production or collection subsection. It 
states that deductions are allowed for ‘‘expenses in the pursuit of 
income.’’ ** No mention is made of any requirement that the tax- 
payer have any present interest in property, the income from which 
he is trying to collect. The only distinction established in the Report 
appears to be between serious commercial transactions and those 
entered into for sport or recreation.” 

The existing-interest requirement also results in illogical effects. 
The Regulations provide that the expenses of maintaining an asset 
which is not presently producing income are deductible.** Moreover, 
some cases have allowed deduction where the facts do not indicate 


76 ‘Thus, whether or not the expense is in connection with the taxpayer’s trade or busi- 
ness, if it is expended in the pursuit of income or in connection with property held for the 
production of income, it is allowable.’’ (emphasis added). H.R. Rep. No. 2333, 77th Cong., 
2d Sess. (1942), 1942-2 Cum. Butt. 410. 

77 ‘*The expenses, however, of carrying on a transaction which does not constitute a 
trade or business of the taxpayer and is not carried on for the production of income or for 
the management, conservation, or maintenance of property, but which is carried on pri- 
marily as a sport, hobby, or recreation are not allowable as nontrade or nonbusiness ex- 
penses.’’ H.R. Rep. No. 2333, 77th Cong., 2d Sess. (1942), 1942-2 Cum. BuLL. 430. Similar 
language is found in 8.Rep. No. 1631, 77th Cong., 2d Sess. (1942), 1942-2 Cum. BuLL. 571. 
Reliance by the courts on McDonald v. Comm’r, 323 U.S. 57 (1944), as authority for the 
existing-interest requirement of section 212 (1954) is misguided. See, e.g., Marion A. Burt 
Beck, 15 T.C. 642 (1950), aff’d per curiam, 194 F.2d 537 (2d Cir. 1952). In McDonald the 
Supreme Court held section 212 was inapplicable as the taxpayer’s expenses were incurred 
in relation to a business, that of holding public office. McDonald v. Comm’r, supra at 62; 
Diamond, The Shadow of McDonald, 23 Taxes 513-514 (1945). Moreover, the Court found 
that the 1942 Act, which enacted the forerunner of section 212, did not enlarge the range 
of allowable deductions of business expenses. Thus, denial of deduction to campaign ex- 
penses as consistently reflected by legislative history, court decision, Treasury practice, 
and Regulations was to be continued. McDonald v. Comm’r, supra at 62; Rev. Rul. 1, 
1953-1 Cum. BULL. 36. The finding that section 212 does not apply to expenses incurred in 
a ‘‘business’’ is questionable. McDonald v. Comm’r, supra at 68 (dissenting opinion). 
Even if conceded as valid, this rule would not apply to investigatory expenses to the extent 
that neither the search nor a possible acquisition is a business. 

78 ‘*Similarly, ordinary and necessary expenses paid or incurred in the management, 
conservation, or maintenance of a building devoted to rental purposes are deductible not- 
withstanding that there is actually no income therefrom in the taxable year. ...’’ Reg. See. 
1.212-1(b) (1956). See also H.R. Rep. No. 2333, 77th Cong., 2d Sess. (1942), 1942-2 Cum. 
Buti. 430. ‘‘ Expenses incurred in managing or conserving property held for investment 
may be deductible under this provision even though there is no likelihood that the property 
will be sold at a profit or will otherwise be productive of income.’’ The Committee Reports 
and the Regulations define income for purposes of section 212 (1954) as income which a 
taxpayer ‘‘may realize’’ in later years. S.Rep. No. 1631, 77th Cong., 2d Sess. (1942), 
1942-2 Cum. Buu. 571; H.R. Rep. No. 2333, 77th Cong., 2d Sess. (1942), 1942-2 Cum. 
Buu. 430; Reg. Sec. 1.212-1(b) (1957). Therefore, an expense need not result in the 
present production of income to be deductible under section 212. But see Comm’r v. 
Josephs, 168 F.2d 233 (8th Cir. 1948), cert. denied, 335 U.S. 842 (1948). 
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that any income was actually realized by the taxpayer.” It is dif- 
ficult to appreciate why the cost of maintaining a presently non- 
productive asset should be deductible, while the cost of searching 
for an income-producing asset is not. In neither case do the expenses 
result in the present production of income; and in both cases the tax- 
payer hopes his efforts will result in some form of income. The fact 
that in one instance the taxpayer already owns the arid asset and in 
another he is searching for a productive one does not appear to be 
a rational basis for distinction in tax result.®° 


Depvuction as A Loss From A TRANSACTION E\nTERED INTO FoR A PROFIT 


Section 165(c) (2) allows an individual to deduct losses incurred 
in any transaction entered into for a profit.* This section was en- 
acted so that an individual taxpayer might receive tax relief on losses 
from activities whose aim was profit-seeking.®* The primary problem 


79 Frederick E. Rowe, 24 T.C. 382 (1955) ; Arthur S. Lord, 10 TCM 521 (1951) (effort 
to produce income is sufficient for section 212) ; Mary Laughlin Robinson, 2 T.C. 305 (1943) 
(depreciation deduction allowed, though no income from property) ; William C. Horrmann, 
17 T.C. 903 (1951) (same). But see Edward W. Clark, III, 2 T.C. 676 (1943) (deny de- 
duction in part, on ground income not in fact produced or collected). 

80 See BITTKER, op. cit. supra note 6, at 233. It is also arbitrary to distinguish between 
the two situations on the basis of proximate relationship. See Holaman, McDonald v. Com- 
missioner, 31 TAXES 309 (1953), where it is observed that the Court in that case felt the 
expenses there were merely preliminary to the production of income and did not bear the 
necessary and proximate relationship thereto. As this paper has attempted to point out, 
expenses incurred in the investigation of new businesses or investments do bear a proxi- 
mate relationship to the production of income; they are a necessary part of the cost of 
securing an income-producing asset. See Lykes v. United States, 343 U.S. 118 (1951) (test 
of deductibility is immediate purpose for which expense is incurred). 

81 ‘*Tn the case of an individual, the deduction (for a loss) shall be limited to... losses 
incurred in any transaction entered into for profit, though not connected with a trade or 
business. ... ’’ ILR.C. § 165(¢) (2) (1954). 

82 The statutory provision first appeared in section 5(a) of the 1916 Revenue Act, with 
the deduction of losses limited to an amount not exceeding the profits arising therefrom. 
The purpose of the provision was to allow taxpayers to deduct losses from ‘ ‘speculative 
transactions,’’ ‘‘,.. the present law admits of no deductions whatsoever in these cases (loss 
on a legitimate stock investment). We thought that was rather too drastic. There are trans- 
actions entered into for profit but not connected with the taxpayer’s business or trade. It is 
intended to provide for speculative profits and losses.’’ SEIMMAN’S LEGISLATIVE HISTORY 
OF FEDERAL INCOME Tax LAws: 1938-1861, 964 (1938) (excerpt from Cone. REC.). ‘‘Spee- 
ulative transactions’’ meant to the drafters any transaction of a profit-seeking nature 
which was not a regular trade or business. See SEIDMAN’S, op. cit. supra at 964-965; Eli 
D. Goodstein, 30 T.C. 1178 (1958) (type of transaction to which statute applies has a 
true motive of desiring profit). The original limitation on losses, established to prevent 
spurious claims (see SEIDMAN’S, op. cit. supra at 965-966) was eliminated in the Revenue 
Act of 1918, See Revenue Act of 1918, Sec. 214(a) (5), 40 Stat. 1067 (1919). Soon 
after the enactment of this section, the Service ruled that a transaction entered into for 
profit included a situation where the object was to derive income from capital employed, 
as well as to realize a profit from resale. L.O. 1061, Cum. Buu. No. 4, 160 (1921) ; O.D. 
138, Cum. But. No. 1, 124 (1919). 
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which has arisen under this section is whether or not a taxpayer’s 
motive in entering a particular transaction was to make a profit.** 
However, where investigatory expenses are concerned, the inquiry 
shifts to whether or not a transaction has been entered into.™* 

In Revenue Ruling 57-418 * the Treasury indicated that investi- 
gatory expenses would be deductible only if the taxpayer actually 
enters into a transaction for a profit and later abandons it. Where 
a search ends in the successful acquisition of a business or invest- 
ment, the expenses incurred therein must be capitalized.** The Rul- 
ing revoked I.T. 1505," where the Service held that the expenses of 
sending an agent to Europe to organize an export business were 
deductible. The agent’s reports were unfavorable, and the idea of 
establishing the business was abandoned. The Service ruled that this 
was a transaction entered into for a profit and that upon abandon- 
ment of the enterprise, any expenses incurred by the taxpayer in 
the course of the transaction became a loss which was deductible in 
the year in which the enterprise was abandoned. In revoking I.T. 
1505, the Service indicated that the activities were merely investiga- 
tory and that therefore no transaction for a profit had been entered 
into.® In so limiting the transaction concept, Revenue Ruling 57-418 


83 See, e.g., Helvering v. National Grocery Co., 304 U.S. 282 n.5 (1938); Ewing v. 
Comm’r, 213 F.2d 438 (2d Cir. 1954) (loans to ballet) ; Cecil P. Stewart, 5 TCM 229 
(1946) (stock in cooperative apartment) ; Terry v. United States, 10 F.Supp. 183 (D.Conn. 
1934). The issue often arises in the hobby cases where the taxpayer claims his avocation is 
predominantly profit-motivated. W. C. Wise, 16 TCM 361 (1957) (horse-racing); W. 
Brown Morton, 16 TCM 420 (1957) (raising flowers) ; Walter Conner, 15 TCM 1504 (1956) 
(Persian cats) ; PauL, SELECTED STUDIES IN FEDERAL TAXATION 280-282 (1938). 

84 The question whether a transaction has been entered into parallels to a certain extent 
the problem of whether a loss will be allowed on the sale of residential property. See Swan- 
son, Loss on the Sale of Residential Property, 33 Taxes 589 (1955) ; Roehner and Roehner, 
Loss Deduction On The Sale of An Abandoned Residence: Case-Law Thinking On Statutory 
Interpretation, 23 ForpHAM L. REv. 196 (1954). Such a loss will be allowed where the prop- 
erty is appropriated for rental purposes. Heiner v. Tindle, 276 U.S. 582 (1928); G.C.M. 
22272, 1940-2 Cum. Buu. 214. However, a mere listing of the property for rent is not 
sufficient. Rumsey v. Comm’r, 82 F.2d 158 (2d Cir. 1936) ; Schmidlapp v. Comm’r, 96 F.2d 
680 (2d Cir. 1938) ; Peter Seletos, 15 TCM 1468 (1956). But such a listing will cause a 
house to be regarded as ‘‘held for the production of income,’’ so that depreciation and 
maintenance costs are deductible. Mary Laughlin Robinson, 2 T.C. 305 (1943). See Parsons 
v. United States, 227 F.2d 437 (3d Cir. 1955) (basis for depreciation is higher of cost or 
market at time property is converted to income-producing purpose). The main issue in the 
residence loss area is whether a personal transaction, the use of a house as a residence, has 
become a commercial one. With the investigatory expenses problem, there is generally no 
doubt of the commercial motivation. See note 117 infra. But the question is whether there 
has been an entrance into a transaction. 

85 1957-2 Cum. Butt. 143. 

86 See discussion pp. 594 et seq. infra. 

87 J-2 Cum. Butt. 112 (1922). 

88 See Rev. Rul. 57-418, 1957-2 Cum. Butt. 143. 











586 TAX LAW REVIEW [Vol. 14: 


supposedly effected a change in Treasury policy.*® However, this 
new policy had already been adopted in Revenue Ruling 55-442, 
where preliminary expenses incurred in search of a camp site for 
the purpose of establishing a boys’ camp were held non-deductible.” 

The phrase ‘‘a transaction entered into for a profit’? means some- 
thing more than investigating a prospective business or invest- 
ment.*! A comparison of two leading cases will illustrate this. In 
Morton Frank *® the taxpayer, a newspaperman prior to his service 
in World War II, was interested in purchasing a radio station or 
newspaper upon his release from service. Accordingly he made trips 
to examine radio and newspaper properties and incurred traveling, 
telephone, telegraph, and legal expenses. The taxpayer made sev- 
eral bids for various properties. Despite this activity, the Court 
held he was not engaged in a transaction for a profit. A contrary 
holding was made in Charles T. Parker * where the taxpayer joined 
with a group to test the possibility of entering into a mining venture. 
The group made test runs and spent approximately 30 days to deter- 
mine whether or not the property produced any metal. Since the re- 
covery on the property was low, the taxpayer abandoned the trans- 
action. 

The cases seem to require the taxpayer to enter at least tempo- 
rarily into the business he is investigating before he will be consid- 
ered as having entered into a transaction for a profit; ** otherwise 
the taxpayer will be regarded as refusing to enter into a transaction 
after making a preliminary search.” For a transaction may be in- 
vestigated without being entered into; * and there is no inference 
of entrance every time a new city is visited or negotiations are under- 
taken.’ Moreover, there is no entry even though the taxpayer makes 


89 The Service announced that since Revenue Ruling 57-418 reversed prior Treasury pol- 
icies, its principles would not be applied prior to September 23, 1957, or to losses on or after 
September 23, 1957, where the search for the business began prior to September 23, 1957, 
but the taxpayer never entered into the transaction or business venture. 1958 INT. REv. 
Butt. No. 3, at 8. 

90 1955-2 Cum. BULL. 529. 

91 Morton Frank, 20 T.C. 511 (1953) ; Robert Lyons Hague, 24 B.T.A. 288 (1931). 

92 20 T.C, 511 (1953). 

931 T.C, 709 (1943). 

94 Charlies T, Parker, 1 T.C. 709 (1943) ; see also Michael Markovits, 11 TCM 823 (1952) 
(abandoned transaction; taxpayer also a ‘‘promoter’’) ; Hibbard E. Broadfoot, 11 TCM 
878 (1952) (abandonment of joint venture for exploitation of patent) ; C.U. Connellee, 
4 B.T.A. 359 (1926) (abandonment of hotel building). 

95 J. W. York, 29 T.C, 520 (1957), rev’d on other grounds, 261 F.2d 421 (4th Cir. 1958) ; 
Robert Lyons Hague, 24 B.T.A. 288 (1931). 

96 See cases cited, note 95 supra. 

97 Morton Frank, 20 T.C. 511 (1953) ; William E. Day, 15 TCM 1303 (1956). 
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bids for a business or investment which are rejected.** A fortiori 
this is true if the taxpayer voluntarily refuses to purchase.” 

In the Parker case * the taxpayer spent a number of days actually 
mining the explored investment. The Court felt the taxpayer had 
gone a step further than mere investigation. Although the opera- 
tions were preliminary to making arrangements for permanent 
work, the thirty-day run was considered ‘‘usual operations’’ and 
thus the entrance into a transaction.“ Further indication that an 
actual entrance may be required appears in the York case,’ where 
the Court held that no transaction existed until after a survey and 
the taxpayer had bought the investigated business. 


CritTIQuE oF Tue ‘‘ Actua Entrance’’ Test 


The actual-entrance test frustrates the purpose of the transaction 
entered into for a profit section. As has been pointed out, this section 
was enacted as a relief provision to allow non-corporate taxpayers 
to deduct losses incurred in a profit-seeking activity.*°* However, as 
the courts and the Treasury have interpreted the requirements of 
such a transaction, the legislative purpose has been thwarted. If to 
enter into a transaction one must enter into the investigated busi- 
ness, section 165(c)(2) becomes meaningless. Where the taxpayer 
actually enters the business investigated, any losses therefrom 
should be deductible as a business loss or a business expense, and 
section 165(c) (2) is thus rendered superfluous.’ Moreover, nothing 


98 Morton Frank, 20 T.C. 511 (1953). 

99 Robert Lyons Hague, 24 B.T.A. 288 (1931). In this case the taxpayer retained a con- 
sultant to evaluate an offer for the purchase of property. On the advice of the consultant, 
the taxpayer did not buy the property. The Board denied the deductibility of the con- 
sultant’s fee. It held the taxpayer did not enter into a transaction but decided to stay out 
of one. It should be noted that this case was decided before the enactment of section 212 
(1954). It is arguable that such expenses are deductible as incurred in the production or 
collection of income or in the management or conservation of property. See Andrew Jergens, 
2 TCM 385 (1943) (deductibility of investment counsel fees) ; Rev. Rul. 55-23, 1955-1 
Cum. Buu. 275 (fees for investment service); compare Rev. Rul. 56-511, 1956-2 Cum. 
Buu. 170 (expense of attending shareholders’ meetings non-deductible) ; see note 70 
supra. However, the Service still regards Hague as an example of staying out of a trans- 
action. See Rev. Rul. 57-418, 1957-2 Cum. Butt. 143. 

100 Charles T. Parker, 1 T.C. 709 (1943). 

101 Ibid. 

102 J, W. York, 29 T.C. 520 (1957), rev’d on other grounds, 261 F.2d 421 (4th Cir. 
1958). 

103 See note 82 supra. 

104 Section 165(¢c) (2) provides that a loss from a transaction for profit is deductible 
although not connected with a trade or business. A taxpayer who enters a particular busi- 
ness would be able to deduct any losses arising therefrom as losses from a trade or business. 
I.R.C. § 165(¢) (1) (1954). : 








588 TAX LAW REVIEW [Vol. 14: 





in the legislative history indicates a transaction is entered into only 
where an investigated business is entered into.’ On the contrary, 
it appears that Congress contemplated that the word ‘‘transaction’’ 
be given broad scope.’ 

Furthermore, the test is unworkable. Where the property under 
investigation allows active exploitation, the test might be reason- 
able in its application. Thus, where oil properties are involved, the 
taxpayer would be required to make physical tests for oil. However, 
obvious problems are apparent. In the first place, the owners of the 
investigated property may not accede to any tests thereon. Also, 
where the object desired is a passive asset, it is difficult to see what 
operations the taxpayer can perform that will resemble those re- 
quired after purchase. For example, what would the operations be 
if an apartment house is investigated? Would the taxpayer have to 
take over the management of the building temporarily and rent it? 
If an office building were investigated, would a taxpayer have to 
construct the first floor to secure a loss? A test for deductibility 
which is so based on the nature of the business investigated is arbi- 
trary and unreasonable. 

The present law is also discriminatory in imposing a severe stand- 
ard on unincorporated business units in regard to deductibility of 
investigatory expenses as a loss, where corporations, arguably, en- 
dure no such comparable restriction. A corporation may deduct its 
losses without any restriction.’ Section 165 provides that ‘‘there 
shall be allowed as a deduction any loss sustained during the taxable 
year and not compensated for by insurance or otherwise.’’ ** The 
only limitations contained in this section restrict the losses of indi- 
viduals to those arising out of a trade or business, casualty, or trans- 
action entered into for a profit.’ Thus, a corporation could argue 


105 See note 82 supra, particularly SHIDMAN’s, op. cit. supra note 82, at 964-966. 

106 Ibid. The legislative history of section 165(¢c) (2) (1954) indicates the emphasis was 
on ‘‘ profit-seeking,’’ not on ‘‘transaction.’’ Furthermore, the general search activities now 
resulting in non-deductibility of the expenses incurred in the search would probably be con- 
sidered a transaction by the framers of the legislation. This is indicated by statements in 
the debates on the statute. ‘‘ Transaction is a very broad word. The word ‘transaction’ by 
itself means anything.’’ SEIDMAN’s, op. cit. supra note 82, at 966. The Supreme Court seems 
also to have adopted a common sense view. ‘‘ But the words ‘any transaction’ as used in 
sub-section (a) (5) are not a technical phrase or one of art. They must therefore be taken 
in their usual sense and, so taken, they are, we think, broad enough to embrace at least any 
action or business operation, such as that with which we are now concerned, by which prop- 
erty previously acquired is devoted exclusively to the production of taxable income.’’ 
Heiner v. Tindle, 276 U.S. 582, 585 (1928). 

107 See the optimism of 582 CCH { 1500, which states that all corporate losses are deemed 


to be incurred in a business. 
108 T.R.C. § 165(a) (1954). 
109 T.R.C. § 165(¢) (1954). 
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that all of its exploratory expenditures are deductible as losses; the 
line between a loss and an expense is recognizably a thin one." On 
the other hand, as the Treasury itself recognizes that individuals 
may deduct exploratory expenses only when they are losses from 
a transaction entered into for a profit, a corporation may assert that 
these expenses have been definitively categorized as losses and are 
thus unrestrictively deductible.1 


110 One criterion of a loss is that it must ordinarily be established by an identifiable 
event, a closed or completed transaction, such as a sale, destruction, or abandonment. Pro- 
posed Reg. Sec. 1.165-1(a)(2) (1956); Williams Furniture Co., 45 B.T.A. 928 (1941). 
The payment of an expense might be considered an identifiable event. Moreover, an expense 
is like a loss to the extent that it does not bring in equivalent consideration in money or 
services to the payor. Cf. Owen v. United States, 99 F.Supp. 855 (D.Neb. 1951); 5 Mzr- 
TENS, FEDERAL INCOME TAXATION § 28.37, 117 (1956). A possible distinction between the 
two categories is that the concept of a loss assumes the recognition of a realized reduction 
of economic value that is not necessarily referrable to the particular tax year in which the 
amount of the reduction is fixed by the event giving rise to the loss. Huston, Tie-In Sales: 
Treatment of Losses on Resale of Property Purchased For the Purpose of Obtaining Other 
Property, 10 Tax L., Rev. 152 (1954) ; Rev. Rul. 56-520, 1956-2 Cum. Buuu. 170 (expenses 
incurred in securing television license become a loss in year project abandoned). The cases 
themselves indicate a confusion between the two categories. See Comm’r v. Bagley & 
Sewell, 221 F.2d 944 (2d Cir. 1955); cases cited, 5 MERTENS, op. cit. supra at § 28.04; 
Molloy, The Ambiguous Tax Nature of the Various Costs of Borrowing Capital, 11 Tax 
L. Rev. 373 (1956). 

111 See Rev. Rul. 57-418, 1957-2 Cum. Buu. 143, and note 94 supra. Where oil explora- 
tion ventures are abandoned as unsuccessful, it has been held that the costs thereof are 
deductible as losses. I.T. 4006, 1950-1 Cum. BuLL. 48; Miller, Exploration For Oil and 
the Federal Income Tax, 24 NotRE DAME Law. 221-222 (1948) ; Carson, Tax Problems of 
the Mining Industry in PROCEEDINGS OF NEW YorK UNIVERSITY NINTH ANNUAL INSTITUTE 
ON FEDERAL TAXATION 335 (1951). Two objections might possibly be raised against a con- 
tention that investigatory expenses are unrestrictedly deductible by a corporation as losses. 
The Commissioner may contend that these expenses may be categorized only as losses when 
the taxpayer has entered into a transaction as defined by Revenue Ruling 57-418. Under 
this theory, unless the corporate taxpayer actually enters the business he is investigating, 
his investigatory outlays will be deductible, if at all, only as trade or business expenses. In 
rejoinder, it could be maintained that Revenue Ruling 57-418 classifies investigatory ex- 
penses as losses which may be deducted in the year in which the search is closed unsuccess- 
fully. The requirement of actual entrance imposed by Revenue Ruling 57-418 is an inter- 
pretation of the statutory phrase ‘‘entered into for a profit,’’ which is a condition prece- 
dent to an individual’s securing deduction of a loss, and not a factor which is operative 
in classifying an expenditure as an expense or a loss, 

The Commissioner may also contend that corporate losses are deductible only when inci- 
dent to an existing trade or business, as is required with an expense. Therefore, even if 
investigatory expenses are categorized as losses, a corporation may only deduct such out- 
lays when the business investigated is related to an existing corporate business. See dis- 
cussion pp. 573 et seg. supra. This limitation on the deductibility of corporate losses was 
accepted by a majority of the Tax Court in James E. Caldwell & Co., 24 T.C. 597 (1955). The 
question in this case was whether the corporate taxpayer could deduct, either as an expense 
or a loss, money paid in satisfaction of a judgment against it and several other defendants, 
some of whom were stockholders of the taxpayer. It appears that certain shareholders of 
the taxpayer had engaged in a fraud against another corporation. In the subsequent suit 
concerning the fraud, taxpayer was found liable as a joint tort-feasor with the other share- 
holders. 
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This difference in treatment of exploratory expenses, depending 
on the operating structure which incurs them, is accentuated by 
Subchapter S added by the Technical Amendments Act of 1958.1!” 
Subchapter S allows individual shareholders under certain condi- 
tions to take any net operating losses of an electing corporation in 
which they hold stock.'** Consequently, it would be profitable in a 
deal of an exploratory nature to form a corporation which elects to 
be taxed under Subchapter S. In this way, if the transaction is unsuc- 
cessful, the shareholders may deduct the corporation’s operating 
loss."* Should the business or commercial investment be acquired, 


The taxpayer argued that all transactions of a corporation must be deemed to be ‘‘ busi- 
ness transactions.’’ Id. at 610. However, the Tax Court held that deductibility of the ex- 
penditures depended upon whether the satisfied liabilities arose out of and were incident 
to the normal and ordinary conduct of the taxpayer’s business. As a factual matter, the 
Court found that none of the transactions from which the liabilities arose were in any way 
related to the taxpayer’s normal and legitimate business operations or that they had any 
business purpose relating to such operations. Id. at 610. Since the required relationship of 
the expenditures to an existing business was missing, the Court held the outlays were non- 
deductible. It stated that a loss deduction is only ‘‘ available when the particular expense 
or loss is incurred in connection with transactions that are pertinent to the conduct of the 
taxpayer’s business.’’ Id. at 611. The dissenting judges, on the other hand, found that the 
expenditures were deductible as business expenses. Id. at 619-620. It was further indi- 
cated by way of dictum that unlike section 162 (1954), section 165 (1954) did not require 
that a loss be related to a corporation’s trade or business. Id. at 620-621. The Court of 
Appeals for the Sixth Circuit reversed, adopting the opinion of the dissenting Judges. 
Caldwell v. Comm’r, 234 F.2d 660 (1956). The issue may still be regarded as a live one. In 
the light of the recent statement by the Tax Court that only those corporate expenses re- 
lated to an existing business may be deducted, it is likely that the Court will adhere to its 
position in the Caldwell case in regard to losses. 

An allied problem is seen in the suggestion that hobbies might be incorporated under 
Subchapter S so that an individual could secure an otherwise non-deductible hobby deduc- 
tion. See Note, 10 J. Taxation 133 (1959). The Commissioner might deny deduction to 
the losses of an incorporated hobby, on the theory that the corporation was not engaged in 
any trade or business. See Note, 72 Harv. L. Rev. 715 n.37 (1959) ; Anthoine, Federal Tax 
Legislation of 1958: The Corporate Election and Collapsible Amendment, 58 Cotum. L. 
Rev. 1162 (1958) ; Proposed Reg. Sec. 1.1374-2 (1959). 

112 72 Stat. 1606 (1958). 

113 The Code specifies certain conditions which must be met before a corporation may 
qualify as a Subchapter S corporation: a domestic corporation, not a member of an affili- 
ated group; less than eleven shareholders; all shareholders are individuals or estates and 
none is a non-resident alien; one class of stock. I.R.C. § 1371(a) (1954). Furthermore, the 
occurrence of certain events will automatically revoke the election: more than 20 per cent 
of the corporation’s gross receipts classified as ‘‘ personal holding company’’ income; 80 
per cent of gross receipts from foreign sources, I.R.C. § 1372(e) (1954). See Horwich, The 
Small Business Corporation, 37 TaxEs 20 (1959); Hoffman, Let’s Go Slow With Taz- 
Option Corporations, 37 TAXES 21 (1959). 

114 T.R.C. § 1374(a) (1954). Only the current net operating loss, not the net capital loss, 
of the corporation is passed through to the shareholders. I.R.C. § 1374(c) (1). The corporate 
loss for the year is allocated on a daily basis among those who were shareholders during the 
year, each shareholder receiving the sum of the corporation’s net operating loss attribut- 
able on a pro rata basis to the shares held by him on each day of the taxable year. Ibid. If 
the shareholder’s allocable portion of the corporate loss that may be deducted by him ex- 
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the corporation could revoke its election or continue to be taxed 
essentially as a partnership, depending upon which procedure would 
be more profitable.’ 

Subchapter S highlights the discriminatory manner in which in- 
vestigatory expenses are treated. Because such an expense is in- 
curred by a corporate entity, it is deductible as a business loss. 
Furthermore, as a result of the operation of Subchapter S, this 
deduction may be passed on to the shareholders. Thus the interposi- 
tion of a corporate shell may convert an otherwise non-deductible 
item into a deductible one on the individual level. 

As discussed in the expense section, the deductibility of an expense 
should not depend on the nature of the unit which incurred it.™*® 
Whether within or without a corporate shell, investigatory expenses 


ceeds his income, he may carry back or forward that excess as if it were a net operating 
loss from a trade or business. I.R.C. § 1374(d) ; see I.R.C. § 1374(d) (2) (1954) (no earry- 
back before 1958). The amount of loss which may be deducted in any particular taxable 
year may not exceed the sum of a shareholder’s adjusted basis in his stock and the adjusted 
basis of any indebtedness of the corporation to the shareholder. I.R.C. § 1374(¢) (2) (1954). 
Where a corporation has an operating loss carryover from past years, an election not to 
be taxed as a corporation will forfeit the use of the loss carryover. I.R.C. § 1373(d) (1) 
(1954). For the effects of revocation of election on a pre-election carryover, see 1 R.I.A., 
FEDERAL Tax Co-OrpinaTor D-1507 (1959). See generally Meyer, Subchapter S Corpora- 
tions, 36 TAxEs 919 (1958) ; Roberts and Alpert, Subchapter S: Semantic and Procedural 
Traps in Its Use; Analysis of Dangers, 10 J. TAXATION 2 (1959). 

115 Another means to secure an ordinary loss deduction in an investigatory operation 
would be for the corporation to issue ‘‘small business stock.’’ I.R.C. § 1244(a) (1954). 
Various limitations are imposed before section 1244 becomes operative. See 1 RABKIN AND 
JOHNSON, op. cit. supra note 42, at § 11.10. 

116 See note 63 supra. This unfortunate result is seen in a series of recent cases in which 
the courts have held the ‘‘ convenience of the employer’’ rule does not apply to partners, as 
they are not considered employees. Thus, food, fuel, and other expenses of partner-man- 
agers who are forced to live at a hotel they manage are not deductible by a partnership, 
whereas they would be by an incorporated hotel. Comm’r v. Doak, 234 F.2d 704 (4th Cir. 
1956) ; Comm’r v. Moran, 236 F.2d 595 (8th Cir. 1956); Briggs v. Comm’r, 238 F.2d 53 
(10th Cir. 1956); see Gutkin and Beck, Some Problems in ‘‘Convenience of The Em- 
ployer,’’ 36 TaxEs 153 (1958). Under the 1954 Code it is arguable that such expenses are 
part of a partner’s guaranteed salary within the meaning of section 707(c). See Note, 57 
Cotum. L. Rev. 292 (1957). The Tax Court, with six Judges dissenting, has recently re- 
fused to follow the Courts of Appeals. Thomas Robinson, 31 T.C. No. 9 (1958) (part- 
nership may deduct meals and lodgings incident to carrying on hotel operation). Another 
significant difference in the tax treatment of corporations and partnerships is that partners, 
unlike shareholder-employees of a corporation, cannot secure the benefits of pension plans 
and other tax-favored fringe benefits. WILLIS, HANDBOOK OF PARTNERSHIP TAXATION § 
31.04, 476 (1957). The President in his budget message in 1954 indicated small businesses 
should be able to operate in any form of organization without being restricted by tax 
considerations. See Carey, Pressure Groups and The Revenue Code: A Requiem In Honor 
Of The Departing Uniformity of the Tax Laws, 68 Harv. L. Rev. 750 (1955). The same 
theme was expressed in the recent Senate hearings on the tax problems of small business. 
See Hearings Before the Senate Select Committee on Small Businesses, 85th Cong., 1st Sess. 
50 (1957). Discrimination against unincorporated entities operates to place most businesses 
at a tax disadvantage. Hearings, supra at 33, 52, and 856 (approximately 85 per cent of 
small business is unincorporated). 





592 TAX LAW REVIEW [Vol. 14: 


are disbursed in transactions of a financial nature.” An identical 
charge, such as the cost of a survey, should not therefore be deduct- 
ible by a corporation and non-deductible by an individual. Neither 
the motive nor the intended end-result of these outlays is personal 
in nature within the meaning of section 262 which forbids the deduct- 
ibility of ‘‘personal, living or family’’ expenses.’* 


Poss1sLE JUSTIFICATION FOR THE EintRANCE TEST 


Why a taxpayer must temporarily enter into the business investi- 
gated is difficult to justify. Perhaps the courts and the Service feel 
that to require anything less would result in attempts by taxpayers 
to secure unjustified deductions. For example, a businessman might 
try to deduct a pleasure trip to Europe on the ground that he was 
investigating a possible investment.’”® To preclude such abuses, the 
Service requires an actual entrance as a matter of administrative 
convenience, for the entrance and subsequent abandonment of the 
search are strong proof of an actual financial transaction. 

The actual-entrance test attempts to overcome the interrelated 
problems of motive and proof. A taxpayer’s travels may be moti- 
vated by purely personal factors. As a personal expense, their de- 
duction is clearly precluded by the Code.” To obviate the necessity 
of inspecting the taxpayer’s state of mind, the courts require that 
he enter into the business he is allegedly investigating before being 


117 A survey of some of the cases in which deduction has been denied indicates the busi- 
ness nature of the transactions concerned. See Henry N. Brawner, 36 B.T.A. 884 (1937) 
(contemplated purchase of apartment house) ; J. W. York, 29 T.C. 520 (1957) (survey of 
industrial property) ; Morton Frank, 20 T.C. 511 (1953) (attempt to buy newspaper) ; 
Leonard A. Peto, 17 TCM 139 (1958) (proposed monorail system); Rev. Rul. 55-237, 
1955-1 Cum. BuLL. 317 (investigation of motion picture investment). 

118 In determining whether or not an expense is deductible under sections 162, 165, or 
212 (1954), the courts have either emphasized the motivation behind the expense or its 
effect. See Lykes v. United States, 343 U.S. 118, (1952) (emphasis on purpose of deduction 
in section 212) ; Comm’r v. Heininger, 320 U.S. 467 (effect of litigation) ; Lewis v. Comm’r, 
253 F.2d 821, 825 (2d Cir. 1958) (deductibility of item depends on activity in connection 
with which item is expended) ; Brookes, Litigation Expenses and the Income Taz, 12 Tax 
L. Rev. 251-252 (1957). 

119 In ‘‘ Europe’s Lighter Side’’ in the New York Herald-Tribune, July 20, 1954, Art 
Buchwald reported that many Europeans had been puzzled by promising business deals 
that, after being discussed with them by vacationing Americans, had never been closed. 
He states: ‘‘ The only way we’ve been able to appease the Europeans is to explain that the 
Americans weren’t being malicious. They were just trying to deduct their trips from their 
income tax. After it’s explained, the European is always mollified. If there’s one thing a 
European understands, it’s tax evasion.’’ BITTKER, op. cit. supra note 6, at 200. See Kerns 
Wright, 31 T.C. No. 131 (1959). 

120 See I.R.C. § 262 (1954) (no deduction shall be allowed for personal, living, or family 
expenses). 
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entitled to tax relief on his expenses. This entrance is considered 
a physical symbol of a financial, not a personal, transaction. 

At times the taxpayer’s motive in searching for a business may 
be ambiguous. The ambiguity is clearest in regard to traveling ex- 
penses, such as transportation, meals, and lodging.*** These may be 
entirely personal in nature. However, the same contention may not 
be made for other investigatory expenses, including survey costs 
and counsel fees.!22 These expenses are not living expenses, but the 
costs of earning a living; they are incurred by taxpayers in attempts 
to produce income. 


An ARGUMENT FOR BROADENING THE TRANSACTION CONCEPT 


A taxpayer should be able to deduct investigatory expenses as 
losses from a transaction entered into for profit whenever he can 
clearly prove the financial purpose of his investigation. The problem 
of motive to a great extent resolves itself into a problem of proof. 
As has been pointed out, the courts have regarded temporary en- 
trance into an investigated business as indicative of a taxpayer’s 
financial motive. Moreover, from an evidence viewpoint, it may be 
felt an entrance is less easily spuriously documented than an alleged 
trip to a survey or business prospect. - 

In the light of the financial nature of investigatory expenses, the 
use of the entrance test to overcome the proof problem is a submerg- 
ing of sound tax policy under the guise of administrative conveni- 
ence.'*? Whenever a taxpayer disburses money in an attempt to find 
a business or investment and fails in his endeavor, his expenses 
should be deductible as losses from a transaction entered into for a 
profit. A transaction for profit should be considered entered into 


121 See note 119 supra. 

122 See cases cited, note 117 supra. 

123 A substantive rule based on difficulties of administration is justifiable only where 
these difficulties are of the first magnitude or the transactions governed by a rule are of 
such ambiguous financial nature that they do not warrant favored tax treatment when 
balanced against the proof problems generated. Thus, the income tax is not based on the 
annual appreciation of a taxpayer’s assets, primarily because of the administrative prob- 
lem of annual valuation. MaGitt, TAXABLE INCOME 20-21 (rev. ed. 1945). The allowance 
of only a capital loss to non-business bad debts was introduced as a means of minimizing 
revenue losses attributable to the fraudulent practice of deducting intra-family gifts de- 
signed as loans. H.R. Rep. No. 2333, 77th Cong., 2d Sess. 45 (1942); see also Putnam v. 
Comm’r, 352 U.S. 82 (1956) (one purpose of amendment was to raise revenue). The 
amendment recognized that it was impossible to detect many such fraudulent deductions 
without prohibitive administrative expense. Note, 65 YALE L.J. 247 (1955). It is the 
author’s contention that investigatory expenses are outlays incurred by a taxpayer in gen- 
uine acquisitive transactions. The problem of meeting with fraudulent claims in this area 
should be handled through strict requirements of proof to be met: by the taxpayer. 
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when the taxpayer makes his first efforts to find a business. As in 
the travel and entertainment area, the burden should be a heavy 
one on the taxpayer to demonstrate the business nature of his ex- 
penses.!”° Documentation of the expenses and clear proof of their re- 
lationship to an investigated business should satisfy this burden.’”® 
If the evidence indicates the business search involved personal ex- 
penses, allocation should be made between the business and personal 
elements.?** 


RELATIONSHIP OF INvVEsSTIGATORY Expenses TO CapiTaL ExpENDITURES 


The denial of deductibility to investigatory expenses may also 
result from a notion that it is improper to allow as a current expense 
an outlay which may benefit the taxpayer over a period of years. 
Where the search for a business or investment ends successfully, 
expenses incurred in acquiring the asset will be capitalized as part 
of the cost of the asset.?** These expenses may be recovered through 


124 Compare Miller, Exploration for Oil and The Federal Income Taz, 24 NotRE DAME 
LAW. 222 n.83 (1948). 

125 The Service requires careful substantiation of claimed deductions for travel and enter- 
tainment expenses. See Rothschild and Sobernheim, Expense Accounts for Executives, 67 
YALE L.J. 1380-1382 (1958) ; Hobbet and Boerner, What Would You Say If Your Own 
Travel and Entertainment Expenses Were Under Attack, 8 J. TAXATION 194 (1958). The 
Service recently introduced, and then withdrew, a requirement that an employee report all 
reimbursed expenses on his return, Rothschild and Sobernheim, supra at 1386-1387. 

126 The recent case of Eugene H. Walet, 31 T.C. No. 47 (1958), indicates that strict 
requirements as to proof will provide an adequate safeguard against fraudulent claims. The 
Court denied deduction of the expenses on the ground that they were investigatory in 
nature. Moreover, no deduction would have been allowed under any circumstances because 
of the taxpayer’s very vague proof and failure to show that the expenses had any relation 
to a business. See also George C. Westervelt, 8 T.C. 1248 (1947). 

127 See, e.g., DeWitt K. Burnham, 17 TCM 240 (1958) ; Ralph E. Duncan, 30 T.C. 386 
(1958). In these cases, allocation was made, although the purpose of the trips was pre- 
dominantly personal. The Regulations take the position that if a trip is primarily personal 
in nature, traveling expenses to and from the destination are not deductible even though 
the taxpayer engages in business activities while at such destination. However, expenses 
while at the destination which are properly allocable to the taxpayer’s trade or business 
are deductible. Reg. See. 1.162-2(b) (1) (1958). 

128 KWTX Broadeasting Co., 31 T.C. No. 93 (1959) (television license) ; Mid-State 
Products Co., 21 T.C. 696 (1954) (establish egg business) ; Louisiana Land & Exploration 
Co., 7 T.C. 507 (1946) (oil properties), aff’d on other issues, 161 F.2d 842 (5th Cir. 1947) ; 
Southern Trading Co., 15 TCM 1259 (1956) (same; dictum); Rev. Rul. 56-600, 1956-2 
Cum. BuLL. 171 (air route); Rev. Rul. 56-520, 1956-2 Cum. BuLu. 170 (television sta- 
tion) ; Rev. Rul. 55-442, 1955-2 Cum. Buu. 529 (boy’s camp) ; Peterson, Treatment of 
Unusual Deductions of a Business in PROCEEDINGS OF NEW YorK UNIVERSITY SEVENTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 15 (1949) ; MILLER, OIL AND GAS FEDERAL IN- 
COME TAXATION 294 (3d ed. 1957). See I.R.C. § 263 (1954) (no deduction for capital ex- 
penditures) ; Brookes, Litigation Expenses and the Income Taz, 12 Tax L. Rev. 251-252 
(1957) ; Plumb, ‘‘ Non-Business’’ Expenses Relating to Property, 2 AM. U. Tax Inst. 358- 
359 (1949). 














=e Oo ef NSN Ct 


a 


aS: a Or 





1959] EXPENSES INCURRED IN INVESTIGATION 595 


depreciation or depletion deductions over the life of the acquired 
asset or on the sale or abandonment of the asset.'*® Where the search 
results in the purchase of a business, investigatory expenses will be 
added to the cost basis of the business.’ Tax-savings will follow 
the sale or liquidation of the business.’** 

Where a search ends unsuccessfully, there is, of course, nothing 
against which a taxpayer may capitalize his expenses. Therefore, 
a court may deny all deduction to these outlays, on the theory that 
the same expense cannot be a present deduction if it is ordinarily a 


129 Rev. Rul. 55-442, 1955-2 Cum. Buu. 529 (amortize) ; Proposed Reg. Sec. 1.612-1(a) 
(1956) (deplete) ; Carson, supra note 111, at 335 (same) ; Rev. Rul. 56-600, 1956-2 Cum. 
Buu. 171 (loss on sale or abandonment); Rev. Rul. 56-520, 1956-2 Cum. Buu. 170 
(same) ; Continental Trust Co., 7 B.T.A. 539 (1927) (same). 

130 Dwight A. Ward, 20 T.C. 332 (1953), aff’d, 224 F.2d 547 (9th Cir. 1955) ; George C. 
Westervelt, 8 T.C. 1248 (1947) ; Meldrum & Fewsmith, Inc., 20 T.C. 790 (1953), aff’d on 
other issues, 230 F.2d 283 (6th Cir. 1956) (formation of partnership) ; Abe Wolkowitz, 8 
TCM 754 (1949) (same) ; Nicholson, Partnership Expenses, 35 Taxes 10 (1957). Section 
248 of the 1954 Code allows the amortization of corporate organizational expenses. This 
section was enacted to reverse court decisions which held that such costs were non-depreci- 
able capital expenditures. Probably most investigatory expenses would be held not to 
qualify under section 248. Organizational expenses are defined as any expenditure which 
is incident to the creation of the corporation, chargeable to capital account, and of a char- 
acter which, if expended incident to the creation of a corporation having a limited life, 
would be amortizable over such life. I.R.C. § 248(b) (1954). The Regulations require that 
the expenditures be ‘‘directly incident’’ to the creation of the corporation and list as 
examples thereof legal services incident to organization, such as drafting the corporate 
charter and incorporation fees. Reg. Sec. 1.248-1(b) (1) and (2) (1956). Investigatory 
costs, such as that of a survey to determine whether or not to go into a particular business, 
might not be regarded by the Service as directly incident to the creation of the corporation. 
Compare Dwight A. Ward, 20 T.C. 332 (1953) (cost of investigating new business as organ- 
izational expense). In such a case, the expenses might be added to the cost of any asset 
acquired through the search and deducted on the sale of the asset. Where no asset is secured, 
the cost could be treated as capital investments, recovered by the corporation as a loss only 
on dissolution, as was the case under prior law. See Comment, Certain Tax Aspects of Organ- 
ization, Reorganization and Liqudation, 10 Stan. L. Rev. 114-115 (1957). It might be 
contended that those expenses not incident to organization or the acquisition of an asset 
are deductible as business expenses of the corporation formed after the investigation. Cf. 
Southeastern Express Co., 19 B.T.A. 490 (1930). Investigatory expenses paid by a share- 
holder of a corporation formed after a search may not be deducted by that shareholder but 
must be added to the cost of his stock. Dwight A. Ward, 20 T.C. 332 (1953) ; Rittenberg 
v. United States, 166 F.Supp. 523 (E.D.La. 1958). 

The Advisory Group in connection with Subchapter K has recommended the enactment 
of a provision allowing partnerships to deduct organizational expenses in a fashion similar 
to the corporate deduction allowed by section 248. ADVISORY GROUP ON SUBCHAPTER K oF 
THE INTERNAL REVENUE CoDE OF 1954, REVISED REPORT ON PARTNERS AND PARTNERSHIPS 
9-11 (1957). This provision is intended to be broader than section 248 (1954), as it in- 
cludes expenses not necessarily related to the formation of the partnership, such as the cost 
of drafting a partnership agreement. However, it appears that this extended definition for 
partnership purposes will not cover the ordinary investigatory expenses. Ibid. 

181 4 MERTENS, FEDERAL INCOME TAXATION § 25.35 (1954) ; Comment, 10 Stan. L. Rev. 
114-115 (1957). ° 
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capitalizable item. Moreover, if a taxpayer subsequently acquires a 
business or investment after deducting investigatory expenses, he 
will have secured a present deduction for outlays that result in bene- 
fits enduring over a period of years.'” 

The present all-or-nothing approach by the courts and Treasury 
is not a satisfactory way of handling the above suggested problems. 
The rationale for capitalizing investigatory expenses where a search 
ends successfully is that these costs secure an asset which will sur- 
vive beyond the year in which the expense was incurred.'** There- 
fore, the recovery of the search expenditures should somehow be 
related to the term of the taxpayer’s possession of the acquired 
property. However, where no property is secured, such a justifica- 
tion for deferring a deduction of the investigatory expenses disap- 
pears.'** On the abandonment of the search, the expenses have re- 
sulted in no benefit to the taxpayer and should be deductible as a 
loss.1*° 

To prevent an immediate deduction for expenses which result in 
the securing of an asset, the taxpayer should be required to prove he 
has abandoned an unsuccessful search. Where a taxpayer continu- 
ously searches for a business, at what point is his search abandoned? 
Should a division be made on the basis of a shift in geographical 
area or nature of the investigated business? It is reasonably clear 
that when a search results in the acquisition of property, it should 
be regarded as abandoned. Those expenses directly related to the 
property acquired should be capitalized. On the other hand, ex- 
penses of the same general investigation, but unrelated to such prop- 


182 The courts might feel that money expended in search for a new business or invest- 
ment is in the nature of a capital expenditure, even though the search is a failure. Such a 
viewpoint would rest on the theory that the goal of the search is the acquisition of an asset. 
In this context, investigatory expenses would be deductible only as losses upon the abandon- 
ment of an unsuccessful search. ‘‘ The expenditures involved were all made for the purpose 
of acquiring a capital asset having a useful life in excess of one year and consequently 
were capital expenditures. The fact that petitioner may not be successful in its effort to 
acquire the television license . . . is not sufficient to change the character of such expendi- 
tures or to constitute them ordinary and necessary business expenses.’’ Radio Station 
WBIR, Inc., 31 T.C. No. 80 (1959). 

183 Radio Station WBIR, 31 T.C. No. 80 (1959); see also 1 RaBKIN AND JOHNSON, 
FEDERAL INCOME, GIFT AND ESTATE TAXATION § 3.08 (1956). 

134 See Warner Mountains Lumber Co., 9 T.C. 1171 (1947) (deduct cost of unsuccessful 
effort to sell property) ; compare Pittsburgh & West Virginia Railway, Inc., 9 T.C. 268 
(1947) (no proof of abandonment of effort to sell). 

135 See Rev. Rul. 56-520, 1956-2 Cum. BuLL. 170 (expenses of attempt to secure tele- 
vision license becomes a loss in year in which project abandoned). ‘‘ Occasionally the tax 
consequences of an expenditure, that is, its deductibility or the type of deduction to be 
allowed, is contingent upon the outcome of a related transaction.’’ Dwight A. Ward, 20 
T.C. 332, 341 (1953). 
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erty, should be deductible as the cost of an unsuccessful and separate 
investigation.1** Moreover, where a taxpayer clearly proves his 
abandonment of an investigation for a particular investment or busi- 
ness, deduction should then be allowed. 

It is in between the successful search and the clear abandonment 
that problems lie. A particular search might be regarded as termi- 
nated when it is not carried on for a period of time. Or perhaps a 
shift in the type of business investigated, the geographical area of 
search, or the partners in the venture will end a particular trans- 
action. A fair solution to the time of abandonment problem will 
require the courts to evaluate all the facts of the case in determining 
whether a search has ended—the sort of assessment required in other 
areas of the tax law. 


ARGUMENTS FOR DepucTION WITHIN THE Present Law 


Until the courts and the Treasury accept a broadened definition 
of what activities constitute a ‘‘transaction entered into for a 
profit,’’ taxpayers will have to meet the present restrictive test. To 
secure deductibility of investigatory expenses, alternative argu- 
ments are available even within this narrow test. One such argument, 
suggested by the Frank case, is that a general search for a business 
or investment is a transaction entered into for a profit.1** Therefore, 
where a taxpayer enters such a general search and then shows its 
abandonment, he should receive a loss deduction for any expenses 
incurred therein. However, under this theory, deduction is limited 
to unsuccessful investigations. The purchase of a business will end 
a general search without its being considered abandoned." In such 
a case, expenses related to the property acquired will be capitalized ; 
unrelated expenses will secure no tax effect.1* 

The suggestion that a general search will not be considered aban- 
doned, and thus no loss deduction secured, if it results in the acquisi- 
tion of a business should not be accepted as the final word on the 
subject. At this time no appellate court has directly passed on the 
‘*general search’’ argument.*® Where the facts warrant, such a 


136 See discussion pp. 597-598 infra. 

137 Morton Frank, 20 T.C. 511 (1953). 

138 Ibid.; William E. Day, 15 TCM 1303 (1956). Compare Frank B. Polachek, 22 T.C. 
858 (1954) (project not abandoned until subsequent taxable year) ; Leonard A. Peto, 17 
TCM 139 (1958) (loss not claimed). 

189 Compare I.T. 4006, 1950-1 Cum. BuLL. 48 (in search for oil properties, area divided 
into ‘‘ project areas’’; when oil is discovered in one area but not others, the entire cost is 
allocated to the successful area). 

140 In Peto v. Comm’r, 262 F.2d 342 (2d Cir. 1958), the Court, in a per curiam opinion, 
indicated, without considering the loss question, that the expenses involved there were not 
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court might split a general search resulting in the acquisition of a 
business into an abandoned and a successful investigation. Aban- 
donment of the unsuccessful search will close a transaction and re- 
sult in a loss deduction. Expenses of the successful search will be 
capitalized. Support for so separating the successful and unsuccess- 
ful part of an investigation is found in Champlain Coach Lines, Inc. 
v. Commissioner.*! There the taxpayer, in the period between 1935 
and 1938, paid out $2,400 for expenses in connection with obtaining 
a certificate to operate an intrastate bus line. The application was 
denied in 1938; in the next year, however, it was secured. The Com- 
missioner argued both the earlier and later expenses should be 
capitalized, since they resulted in the acquisition of an asset, the 
certificate. But the Court of Appeals for the Second Circuit allowed 
a deduction of those expenses incurred in the earlier attempt as a 
business loss, on the theory that it was a transaction independent of 
the subsequent acquisition.1*” 

It might also be argued that a general search is abandoned when 
its purpose has been achieved. The successful conclusion of an in- 
vestigation would end a general search and constitute the aban- 
donment of a transaction for a profit. Expenditures unrelated to the 
asset acquired would be deducted as losses, while those related 
would be capitalized. 

Even under the restricted notion of a transaction now entertained, 
the securing of an option might cause an investigation to be regarded 
as a transaction entered into for.a profit. Such an act would be a 
substitute for actual operations which are so impractical with a 
passive asset. Two cases have held travel expenses attributable to 
a taxpayer’s attempt to exercise an option to be deductible.'** Pos- 


deductible under the equivalents of section 162 or section 212 (1954). In York v. Comm’r, 
261 F.2d 421 (4th Cir. 1958), the loss question was again not reached, as the investigatory 
expenses were allowed to be deducted on the theory that they were incident to the tax- 
payer’s business. 

141 138 F.2d 904 (2d Cir. 1943). See also Sibley, Lindsay & Curr Co., 15 T.C. 106 (1950) 
(deduct expenses of two abandoned merger proposals; capitalized expense of third, utilized 
in completed merger); Portland Furniture Manufacturing Co., 30 B.T.A. 878 (1934), 
(allow loss on expenses of abandoned merger plan, although in second completed merger 
scheme some of the ideas from the first plan were utilized) ; Dresser Manufacturing Co., 
40 B.T.A. 341 (1939) (attempts to develop engine deductible as losses, as each effort con- 
sidered separate). Compare Ralph V. Payne, 9 TCM 887 (1950) (no deduction on each 
failure, as each considered unified project); Wah Chang Smelting and Refining Co., 30 
T.C, 838 (1958) (no loss, as integrated project). 

142 Champlain Coach Lines, Ine. v. Comm’r, 138 F.2d 904 (1943). 

148 Vincent Treanor, 10 TCM 336 (1951) (I.R.C. § 212); I.T. 1230, I-1 Cum. But. 
142 (1922) (I.R.C. § 165). 








ee 

















Fee 








1959] EXPENSES INCURRED IN INVESTIGATION 599 


sibly this authority might be considered overruled by more recent 
developments. 

On the other hand, it is arguable that the cases represent a satis- 
faction of the restrictive transaction test. The securing of an option 
requires a certain amount of entrance by the taxpayer and is indica- 
tive of a transaction for a profit. The proceeds for the option itself 
would come under section 1234."** The expenses incurred in acquiring 
the option and attempting to exercise it would be deductible as losses. 
It will be argued that to allow such a test would mean all taxpayers 
will merely secure options so as to insure themselves deductible in- 
vestigatory expenses. But it must be recognized that an option is 
an event of economic significance; the optionor will not grant one 
unless he is presumably assured of a fair bargain under the option 
contract. If the option price is so exorbitant that the option will not 
be exercised or if there is any collateral agreement to the same effect, 
of course the option itself will be disregarded. 


ConcLusIoNn 


In summary, it may be seen that expenses incurred in the investi- 
gation of a prospective business or investment involve outlays of a 
financial nature. However, investigatory expenses are presently de- 
ductible only if incurred incident to an existing trade or business or 
the investigation is regarded as a transaction for a profit. It is sub- 
mitted that deduction should generally be granted to investigatory 
expenses. Special interest groups, such as mining, have received re- 
lief in this area. '*° General relief should be provided for all investi- 


144 Gain or loss attributable to the sale or exchange of, or loss on failure to exercise, an 
option to buy property is considered as gain or loss from the sale or exchange of property, 
which has the same character as the property to which the option relates, in the hands of 
the taxpayer. I.R.C. § 1234 (1954). Thus, if the property subject to the option is a capital 
asset in the hands of the optionee, loss or gain in relation to the option will be capital in 
nature. On the other hand, section 1234 is inapplicable where the property would be in- 
cludible in the inventory of the optionee. I.R.C. § 1234(¢)(1) (1954). 

145 Section 615 (1954) allows the deduction of expenses incurred in ascertaining the 
existence, location, extent, or quality of any deposit of ore or other mineral. These de- 
ductible costs are comparable to the generally non-deductible survey expenses incurred by 
a taxpayer in the course of searching for a business or investment. Efforts by the mining 
lobby, however, resulted in the granting of this particular tax benefit to the industry. See 
Alexander and Grant, Mine Development and Exploration Expenditures, 8 Tax L. Rev. 401 
(1953) ; Paul, Hrosion of The Tax Base and Rate Structure, 11 Tax L. Rev. 203 (1955) 
(section 615 is an example of erosion in the tax structure). The granting of tax privileges 
to limited groups has come under increasing attack. See, e.g., Caplin, Threats to the In- 
tegrity of Our Tax System, 44 Va. L. REv. 839 (1958) ; Surrey, The Congress and The Tax 
Lobbyist—How Special Tax Provisons Get Enacted, 70 Harv. L. Rev. 1145 (1957) ; Carey, 
supra note 116, 
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gatory activity, preferably through expansion of the definition of a 
transaction entered into for a profit, or else investigatory expenses 
should be considered as incurred in the production or collection of 
income.*** Under either theory, the cost of an unsuccessful search 
should be deductible, with expenses relating to the acquisition of a 
business or investment capitalizable. In this fashion, the tax laws 
would be properly recognizing the profit-seeking nature of investi- 
gatory activity. 


146 The American Institute of Certified Public Accountants has recently recommended 
that investigatory expenses should be deductible under section 212 (1954). See Am. Inst. 
CERTIFIED PUBLIC ACCOUNTANTS, RECOMMENDATIONS FOR AMENDMENTS TO THE INTERNAL 
REVENUE CopE 13 (1958). It is the author’s contention that these expenditures should gen- 
erally be deductible as losses on the completion of an unsuccessful search. This would obvi- 
ate the possible conceptual difficulty that the function of the expenses is the acquisition of 
a capital asset. See note 132 supra. 
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